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COMPANY: 
DOCKET NO: 

EPCOR Water Arizona Inc. and Willow Valley Water 
W-0 1 732A-15-0 1 31 

Response provided by: Shawn Bradford 
Title: VP, Corporate Services, EWAZ 

Address: 2355 W. Pinnacle Peak Road, Suite 
Phoenix, AZ 85027 

Company Response Number: STF GWB 1.3 

***For all data requests for which you do not have the information requested, please state 
such and skip to the next data request. Also, for responses to data requests that may be 
voluminous or overly burdensome, please contact the assigned analyst, Gerald W. 
Becker, at 602-542-0831 to discuss. 

Q: Synergies - Please describe and quantify the value of all positive and negative 
synergies expected to result from the transfer of Willow Valley to EPCOR. 
Attach supporting schedules as necessary. 

A: The synergies expected to result from this transfer are summarized below: 

Service Level: The proximity of EWAZ's other systems will benefit present and future 
customers within the Willow Valley service area. As the largest provider of utility service 
in the Mohave County area, EWAZ will be able to provide a level of service and support 
to customers that meets or exceeds existing service levels. 

Response Time: EWAZ's regional presence in Mohave County naturally affords it access 
to broad in-house utillty expertise and resources that can be deployed quickly. In addition, 
the proximity of EWAZ's other systems provides access to additional operational 
resources and personnel not currently available to Willow Valley. 

Customer Service: Willow Valley customers will be integrated into EWAZ's existing 
customer service, billing and work order dispatch systems at the time the acquisition is 
approved. This will provide for a seamless transition into the existing operations in 
Mohave County. 

Maintenance and ODerations: EWAZ currently uses various sophisticated maintenance 
and management systems such as maintenance management, environmental and water 
quality compliance management, hydraulic modeling, and GIS systems. All these support 
resources will be deployed in support of the Willow Valley system at the time of closing to 
provide reliable and high quality service to customers. 

Financial Strenqth: Willow Valley's customers will benefit from EWAZ's financial strength. 
EWAZ has the financial resources to finance needed infrastructure improvements and 
future capital and expense requirements, including those that may be required by 
governmental entities to comply with environmental laws and regulations. 
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COMPANY: EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
DOCKET NO: W-01732A-15-0131 

Response provided by: Shawn Bradford 
Title: VP Corporate Services, EWAZ 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

ComDanv ResDonse Number: STF GWB 1.8 

***For all data requests for which you do not have the information requested, please state 
such and skip to the next data request. Also, for responses to data requests that may be 
voluminous or overly burdensome, please contact the assigned analyst, Gerald W. 
Becker, at 602-542-0831 to discuss. 

Q: Ratepayer benefits - The Application states "Approval of this Application is in 
the public interest - it will benefit Willow Valley's customers in several ways and 
will have no adverse effects." 

a. Please describe and quantify all specific benefits to ratepayers that are 
expected to result as a result of the transfer of the system to EPCOR. 
Please describe the methodology used to determine the existence of 
ratepayer benefits and their valuation. 

b. Please describe the any benefits to be foregone by the ratepayers and 
expected detriment to the ratepayers if the transfer is not approved. 

A: a. Willow Valley customers are expected to benefit from approval of this 
Application in the ways identified in EWAZ's response to STF GWB 1.3. 
The benefits are by their nature not quantifiable, and therefore no schedules 
quantifying the benefits are provided. 

b. Please refer to EWAZ's response to item a. above. 
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. 
COMPANY: EPCOR Water Arizona Inc. and willow Valley Water Co., Inc. 
DOCKET NO: W-01732A- 1 5-0 I 3 1 

Response provided by: Troy Day 
Title: VP Operations, EWAZ 

Address: 2355 W, Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

NVAZ Response Number: STF GWB 1.9.aand 1.9.c 

Response provided by: Ron Fleming 
Title: CEO, Global Water Resources, Inc. 

Address: 21410 N. lgfh Ave., Suite 220 
Phoenix, AZ 85027 

Willow Valley Response Number: STF GWB 1.9.b 

***For all data requests for which you do not have the information requested, please state 
such and skip to the next data request. Also, for responses to data requests that may be 
voluminous or overly burdensome, please contact the assigned analyst, Gerald W. 
Becker, at 602-542-0831 to discuss. 

Q: SIB- 

a. EWAZ - Please indicate whether EPCOR would affect system repairs as 
provided by the System Improvement Benefit mechanism (“SIB”) approved 
in Decision No. 74364. Please describe in detail the distribution 
improvement projects that would be planned. 

Willow Valley - Please describe if any SIB improvements have been made 
and reported to the Commission via a SIB filing subsequent to Decision No. 
74364. If none or de minimus amounts, please explain the reasons that 
there have been no SIB related repairs to the system. 

Please describe any expected modifications to the existing SIB that EPCOR 
would expect to propose now or in future rate proceedings, and quantify any 
such impacts to the ratepayers. Attach supporting schedules, as 
necessary. 

EWAZ intends to implement the SIB eligible projects approved in Decision 
No. 74364, but will need to become familiar with the operation and service 
area before developing a detailed capital investment plan for 
implementation. 

b. 

c. 

A: a. 

b. Willow Valley: As stated in Willow Valley Water Company, Inc.’s (“Willow 
Valley”) SIB Status Report filed February 25, 2015 in Docket No. W- 
01732A-12-0315 to date, Willow Valley has not constructed any SIB 
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projects. However, Willow Valley took a number of steps to prepare for 
construction of SIB projects. Willow Valley’s Engineering and Construction 
Staff conducted a thorough on-site data collection effort and concluded the 
finite details of the project, including the service lateral installation locations 
for each individual customer. During this on-site effort, Willow Valley’s staff 
contacted and met with the appropriate City and County agencies to discuss 
the details of the projects, obtain the required construction specifications, 
and determine the necessary permitting processes. The team compiled this 
information and hired an engineering firm to produce the detailed 
construction drawings, which have been completed. Willow Valley 
anticipated beginning construction on SIB projects in 2016. 

With the signing of the Purchase and Sale Agreement between Willow 
Valley and EWAZ on March 23, 2015, Willow Valley is not currently 
proceeding with submitting the drawings to contractors to obtain bids and 
award a contract for construction. 

c. EWAZ will need to have some time operating the system before it can 
comment on the existing SIB. Once EWAZ has the appropriate operating 
experience, it will work with ACC Staff to propose any needed changes to 
the SIB. 



COMPANY: EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
DOCKET NO: W-01732A-15-0131 

EXHIBIT 
CEO, Global Water Resources, Inc. 

21410 N. 19* Ave., Suite 220 
Phoenix, AZ 85027 

Response provided by: Ron Fleming 
Title: 

Address: 

Response provided by: Troy Day 
Title: VP Operations, EPCOR 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

EWAZ Response Number: STF GWB 1.10 

*“For all data requests for which you do not have the information requested, please state 
such and skip to the next data request. Also, for responses to data requests that may be 
voluminous or overly burdensome, please contact the assigned analyst, Gerald W. 
Becker, at 602-542-0831 to discuss. 

Q: Operational concerns - Please describe all operational deficiencies known and 
each Company’s respective plan to correct these deficiencies including estimated 
costs and dates of completion. 

A. Willow Valley: Willow Valley Water Company is in compliance with all operational 
requirements and there are no “operational” deficiencies. 

Since Global Water Resources, Inc. (“Global Water”) acquired vvillow Valley in 
2006, it has made significant investments in improving and modernizing Willow 
Valley’s systems and infrastructure. The first investment was in the addition of 
modern chlorination systems because chlorination was not in place at the time 
Willow Valley was acquired. Unfortunately, while chlorination helps ensure water 
is disinfected and safe to consume, it also created aesthetic issues with the color 
of the water due to the presence of high concentrations of iron and manganese in 
the source water, and significant build-upkcale on the interior of the piping system 
which had formed there over many years due to the lack of proper treatment and 
maintenance. To remedy these aesthetic issues, Willow Valley invested in a new 
well and treatment systems that addressed both the water quality and the water 
appearance, which overtime also allowed the utility to flush all of the deposits out 
of the distribution system. In addition, Willow Valley invested in upgrading and 
replacing pumping and piping infrastructure as necessary to improve the reliability 
and performance of the system and reduce water loss. Finally, Willow Valley 
replaced all the individual customer meters and equipped them with an advanced 
metering fixed network system, and installed a SCADA system. These technology 
systems resulted in many operational improvements and efficiencies, allowing for 
accurate remote metering, better customer service, and an enhanced capability to 
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monitor operations ensuring safe, reliable, and economical service to the 
customers. These efforts have resulted in minimal to no water quality or service 
level complaints from the Willow Valley customers over the last several years. 

Willow Valley's evaluation of the existing infrastructure and need for additional 
improvements over the next five year planning horizon is contained in the Willow 
Valley Water Company Water System Engineering Report for System 
Improvement Benefit (SIB) (revised version submitted to Staff on August 20, 2013, 
with further corrections on Sept. 3,2013). A copy is attached. 

For further information on the condition of Willow Valley when it was acquired by 
Global Water in 2006, the improvements made since that time, and the remaining 
work to be done, please see the following: 

0 Direct Testimony of Ron Fleming, July 9, 2012, filed with the Rate Application 
in Docket No. SW-20445A-12-0310, at pages 25-31 and Attachment 3 -- Willow 
Valley Water Company Water System Master Plan & Preliminary Engineering 
Report, February 201 1. (Copy attached.) 

0 Hearing Transcript (Volume v) for September 19, 2019 hearing in Dockets W- 
01212A-12-0309 et al, especially pages 781-792. (Copy attached.) 

EWAZ: It is too early for NVAZ to have identified operational deficiencies and a 
corrective action plan. EWAZ will need to become familiar with the operation and 
systems prior to making a determination including budget estimates and 
schedules. EWAZ did conduct an overview assessment of the system in its due 
diligence efforts, and is aware that in spite of the progress made by Global in 
addressing water quality concerns during its ownership of the system, further work 
and investment are required to address areas of particular concern to EWAZ, such 
as meeting EWAZ's standards of health and safety, maintenance investment, 
addressing concerns over high levels of non-revenue water, and maintenance of 
non-operational distribution system valves. At this time it is too early for EWAZ to 
have developed a detailed capital investment plan for the level of investment 
required to address the general concerns mentioned above, therefore no cost 
estimates are provided with this response. 
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FIGURE 13 
Company Name: Willow Valley Water Company Inc 
Name of System: King Street 

E l  
\f 

Year ITotal Gallon Sold ITotal Gallon Pumped I System Water Leakage 
2008 91,995 115,312 20.2% 

2010 83,227 104,209 20.1% 
2009 101,495 121,812 16.7% 

2011 68,712 89,824 23.5% 
2012 66,696 87,516 23.8% 

Source: 2008-2012 Willow Valley Water Company Annual Report 

Year SIB Project Projected Water Loss 
2014* Project 1 Completed <19% 
2015* Project 2 Completed 4 6 %  
2016* Project 3 Completed < 14% 
2017* Project 4 Completed <12% 
2018* Project 5 Completed c 10% 

* The reduction in water loss is calculated by taking the realized benefits from replacing 
the aging infrastructure that has failed a multitude of times in the past and proved to 
be a major contributor to  the water loss recorded for the system. The overall objective 
of the Willow Valley Water Company is to  reduce the overall system water loss to 
approximately 7%. The 5 Year SIB Project Plan targets the area where infrastructure is 
most prone to failure and the biggest contributor to  water loss. It is estimated that 
water loss will be a t  approximately 10% when all five SIB projects have been 
completed. 
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EXECUTIVE SUMMARY 
WILLOW VALLEY WATER COMPANY & EPCOR WATER ARIZONA, INC. 

DOCICET NOS. W-01732A-15-01318~ W-Ol303A-15-0131 

I am presenting Staffs recommendations regarding the transfer of Willow Valley Water Co., Inc. 
(‘‘Willow Valley”) to EPCOR Water Arizona Inc. (“EWAZ”) (collectively, the “Applicants”). 

On April 23, 2015, WiUow Valley and EWAZ filed an application to request that the Arizona 
Corporation Commission (“Commissiony7) approve, pursuant to the Arizona Revised Statutes 
(“A.R.S.”) $$ 40-281, 40-282, 40-285 and Arizona Administrative Code (“AAC.”) R14-2-402, the 
sale of Willow Valley’s utility system and transfer of its Certificate of Convenience and Necessity 
(“CC&N”) to EWAZ. The application proposes that EWAZ will pay a price that is 10 percent in 
excess of the rate base value of Willow Valley. On June 1,2015, EWAZ filed a supplement to the 
application to describe the proposed surcharge mechanism to subsequently fund the proposed 
acquisition premium by seeking a bonus incentive for certain prospective spending on the Willow 
Valley system. 

Staff recommends approval of the transaction subject to the following conditions: 

1. 

2. 

3. 

That the Commission deny recognition of any acquisition premium that EWAZ pays 
for Willow Valley, 
That the Commission deny recognition of any acquisition adjustment or other 
premium to be applied to expenditures required in the orchary course of business, 
Because of the recent Court of Appeals opinion, which set aside the Commission’s 
approval of a System Improvement Benefit (“SIB”) mechanism that was materially 
identical to the SIB approved for Willow Valley in Decision No. 74364, it is 
necessary to stay the implementation of the SIB mechanism, along with d 
compliance matters related to the SIB mechanism as set forth in the Plan of 
Administration if not already done so, pending the outcome of further court 
proceedings, 
That EWAZ be put on notice that Willow Valley should work towards balanced 
capital structure and that a hypothetical capital structure may be deemed in a future 
rate proceeding if EWAZ fails to do so, 
In its next full rate case, EWAZ shall include a regulatory liability of $260,224 to 
make the ratepayers whole for the effects of the net Accumulated Deferred Income 
Tax liability that is being retained by Global Water Resources, Inc. EWAZ shall also 
propose an amortization methodology not to exceed five years for the regulatory 
liability in its next full rate case, and 
EWAZ shall continue to comply with all decisions, and more specifically the 
requirements of Decision No. 74364 which annual requires reponing of the Willow 
Valley’s water losses until such at time as annual water losses is less than 10 percent. 

4. 

5. 

6. 
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Direct Testimony of Gerald Becker 
Docket Nos. W-01732A-15-013 & W-01303A-15-0131 
Page 1 

INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is Gerald Becker. I am an Executive Consultant I11 employed by the Arizona 

Corporation Commission (“Commission”) in the Utilities Division (“Staff ’). My business 

address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Briefly describe your responsibilities as an Executive Consultant 111. 

I am responsible for the examination and verification of hancial and statistical information 

included in utility rate applications. In addition, I develop revenue requirements, and prepare 

written reports, testimonies, and schedules that include Staff recommendations to the 

Commission. I am also responsible for tesafyrns at formal hearings on these matters. 

Please describe your educational background and professional experience. 

I received a Master’s of Business Administtation with an emphasis in Accounting from Pace 

University. I am a Certified Public Accountant and a Certified Internal Auditor. 

I have participated in multiple rate, financing and other regulatory proceedings. I attended 

the National Association of Regulatory Utility Commissioners (“NARUC”) Utihties Rate 

School. 

I began employment with the Commission as a utilities regulatory analyst in April 2006. Prior 

to joining the Commission, I worked as an Auditor at the Department of Economic Security 

and Department of Revenue in the Taxpayer Assistance Section. Prior to those jobs, I 

worked for 15 years as an Auditor, Analyst, Financial Analyst, and Budget Manager at United 

Illuminating, an investor-owned electric company in New Haven, CT. 
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Direct Testimony of Gerald Becker 
Docket Nos. W-01732A-15-0131 & W-01303A-15-0131 
Page 2 

Q. 

A. 

Q. 
A. 

What is the scope of your testimony in this case? 

O n  April 23, 2015, WiUow Valley Water Co., Inc. (‘Willow Valley”) and EPCOR Water 

Arizona, Inc. (“EWAZ”) (collectively, the filed an application to request that 

the Commission approve, pursuant to the Arizona Revised Statutes (“A.R.S.”) @ 40-281,40- 

282, 40-285 and Arizona Administrative Code (“A.A.C.”) R14-2-402, the sale of Willow 

Valley’s utility system and transfer of its Certificate of Convenience and Necessity (“CC&W7) 

to EWAZ. The application proposes that EWAZ will pay a price that is in excess of the rate 

base value of Willow Valley. On June 1,2015, EWAZ filed a supplement to the application 

to describe the proposed surcharge mechanism to fund the proposed acquisition premium 

and to request a bonus incentive on prospective amounts spent on Willow Valley. I am 

presenting Staffs recommendations regarding the transfer of Willow Valley to EWAZ. 

Willow Valley is a subsidiary of Global Water Resources, Inc. (“Global”). Present rates were 

set in Docket No. W-01732A-12-0315 which resulted in Decision No. 74364, dated February 

26, 2014. This decision was the result of a settlement agreement and resulted in a revenue 

increase of $404,269, or 57.53 percent, over test year revenues of $507,537, for total approved 

revenues of $1,106,922.’ This revenue increase is phased in over 2 years beginning in 2015. 

Decision No. 74364 also approved a System Improvement Benefit (“SIB”) mechanism to 

address, in part, the 23.40 percent water loss in Willow Valley during its test year, along with 

other necessary repairs to the distribution system. 

What is the basis of your recommendations? 

I have reviewed the joint application of EWAZ and Willow Valley whereby EWAZ would 

acquire certain assets of Willow Valley. I compared the application with the terms and 

conditions attached to reorganizations approved by the Commission and other regulatory 

See Decision No. 74364, Settlement Schedule A-1, for Willow Valley. 
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Direct Testimony of Gerald Becker 
Docket Nos. W-01732%-15-0131 & W-01303A-15-0131 
Page 3 

bodies to ensure adequate protections exist for the ratepayers along with evaluating the 

amount of benefits that would accrue to the ratepayers as a result of the proposed transfer of 

assets. 

SUMMARY OF TESTIMONY AND RECOMMENDATIONS 

Q. 

A. 

Please summarize Staff’s recommendations. 

Staff recommends approval of the ttansfer subject to certain conditions which are intended to 

benefit and protect ratepayers. These conditions include: 

1. That the Commission deny recognition of any acquisition premium that it pays for 

Willow Valley, 

That the Commission deny recognition of any acquisition adjustment or other 

premium to be applied to expenditures required in the ordinary course of business, 

Because of the recent Court of Appeals opinion, which set aside the Commission’s 

approval of a SIB mechanism that was materially identical to the SIB approved for 

Willow Valley in Decision No. 74364, it is necessary to stay the implementation of the 

SIB mechanism, along with all compliance matters related to the SIB mechanism as 

set forth in the Plan of Administration if not already done so, pending the outcome of 

M e r  court proceedings, 

That EWAZ be put on notice that Willow Valley should work towards balanced 

capital structure and that a hypothetical capital structure may be deemed in a future 

rate proceedmg if EWAZ fails to do so, 

In its next full rate case, EWAZ shall include a regulatory liability of $260,224 to make 

the ratepayers whole for the effects of the net Accumulated Deferred Income Tax 

liability that is being retained by Global. EWAZ shall also propose an amortization 

2. 

3. 

4. 
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methodology not to exceed five years for the regulatory liability in its next full rate 

case, and 

EWAZ shall continue to comply with all decisions, and more specifically the 

requirements of Decision No. 74364 which annual requires reporting of the Willow 

Valley’s water losses until such at time as annual water losses is less than 10 percent. 

5. 

ACQUISITION PREMIUM / ACQUISITION ADJUSTMENT 

Q. 

A. 

Q9 

A. 

Is the Company proposing an acquisition premium? 

Yes. The Companies are proposing a ten percent acquisition premium of $226,803 which 

they claim to represent 10 percent of Willow Valley’s rate base. 

Does Staff support the proposed acquisition premium in this proceeding? 

No. The proposed transfer of Willow Valley from Global to EWAZ does not warrant 

payment of or regulatory recognition of an acquisition premium. Global, Willow Valley’s 

parent, is a Class A, well capitalized utility company with access to the operational expertise as 

well as the capital necessary to own and operate Willow Valley. Accordmgly, a transfer of 

ownership does not represent significant benefits to the ratepayers of Willow Valley. 

On February 26, 2014, Willow Valley was granted a SIB in Decision No. 74364 due to its 

aging infrastructure which has undoubtedly contributed to a 23.40 percent water loss as noted 

in Willow Valley’s most recent rate proceeding. Willow Valley has not undertaken SIB 

eligible necessary capital replacements to the system. In fact, the water loss has risen to 26.1 

percent.’ Due to the state of the infrastructure at Willow Valley and Global’s failure to 

mitigate its water losses, Staff recommends that the Commission be mindful not to create an 

incentive for those who fail to maintain water systems to propose to sell those systems at an 

See Compliance filing of Willow Valley Water Company in Docket No. W-0173%-15-0131, May 29,2015. 
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Q. 

A. 

Q. 

A. 

applicants have not re ent d amount in excess of its rate base value. Further, th “Y 

evidence that the “goodwill)) or ‘‘ping concern value” in excess of the book value is of any 

benefit to the ratepayers. Further, and in response to Residential Utility Consumer Office 

(“RUCO”) data request 2.05, Willow Valley states that there are no present problems with the 

water quality or provision of service that would be addressed by the proposed transfer. 

Does Staff agree with the Companies’ calculation of the acquisition premium that 

they are proposing? 

No. The Companies propose an acquisition premium equal to 10 percent of the EWAZ’s re- 

calculation of rate base which excludes certain components customarily included in a rate 

base calculation. The amounts proposed to be excluded are Accumulated Deferred Income 

Tax (“ADIT”) Credit of $293,862, an ADIT Debit of $33,638; and Customer Deposits of 

$31,898, the net of which is a misstatement of Willow Valley’s rate base in the amount of 

$292,122. By excluding these items, the Companies overstate the value of the Willow Valley 

and understate the proposed acquisition premium by $335,532, as discussed and shown 

below. 

Please describe and provide the Company’s calculation of the value being transferred, 

the purchase price, and the proposed acquisition premium. 

In response to Staff data request GWB 1.1, EWAZ used its rate base methodology to 

determine a rate base of $2,268,031, plus a 10 percent acquisition premium, to support the 

purchase price of $2,494,834 as shown below: 

Net ADIT is equal to $260,224. 
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Descriptions 

UtllltJT Plant in Service 
C W P  

Accumulated Depreciation 

AIAC 
CIAC 
Net Rate Base 

Total PP&E 

Gross Plant 

With 10% Acquisition Premium 

Purchase Price 

EPCOR Purchase 
Price Calculation 
as of 12-31-2014 

$5,1463 09 
$19.767 

$5,165,876 
[$2.369.499) 
$2,796,377 

($69,347) 
$458.999) 

$2,268,031 

(more correctly defined as ‘net plant’) 

- 1.10 (or $226,803 acquisition premium) 

$2,494,834 

Q. 

A. 

Does Staff agree with the Applicants’ rate base calculation shown above? 

No. In response to Staff data request GWB 1.6, Global, the parent of Willow Valley, 

provided a schedule of its rate base as of December 31, 20114, totaling $2,278,955, and the 

rate base as of December 31,2014, t o w  $1,964,397, as shown below. 

December 31,2011, was the end of the test year in Willow Valley’s most recent rate case in Docket No. W-0173s-12- 
0315, Decision No. 74364. 
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2 
3 

4 
5 
6 

7 

9 

10 
11 

a 

12 
13 
14 

Q. 
A. 

12/31/2011 12/31/2014 

Plant in Service F 5,033,102 F 5,168,988 

Net Plant in Service d 3,290,546 t 2,784,864 
Less: Accumulated Depredation (1,742,556) (2,384,123) 

LESS: 

Contributions in Aid of Construction (CAlC) $ f 537,430 
Less: Accumulated Amortization ~8 ,432)  

Net CAlC 458,999 

Advances in Aid of Construction (AlAC) 610,760 69,347 
Imputed Reg AIAC 
Imputed Reg CAlC 

Accumulated Deferred Income Tax Credits 391,114 293,862 
Customer Meter Deposits 36,233 31,898 

ADD: 

Accumulated Deferred Income Tax Debits 26,516 33,638 
Cash Working Capital . .  

Purchase Wastewater Treatment Charges 
Original Cost Rate Base 2,278,955 1,964,397 

Please identi9 and discuss the differences in the rate base calculations. 

As indicated above and in its response to Staff data request GWB 1.1, the EWAZ indicates 

net rate base of $2,268,031, as compared with the net rate base of $1,964,397 provided in 

response to Staff data request GWB 1.6, for a difference of $303,634. Most of this 

($292,122) is due to the omission of ADIT amounts with net amount of $260,224, plus 

Customer Deposits of $31,898, for a total of $292,122 in EWAZ’s calculation of the rate base 

provided in response to Staff data request GWB 1.1. There is also an unexplained hfference 

of $11,5135 in the net plant amounts provided by EWAZ due to different amounts being 

provided in EWAZ’s response to GWB1.l and the response of Global to Staff data Request 

GWB 1.6. Adding the $292,122 difference for ADIT and Customer Deposit to the $11,513 

unreconciled difference for the plant balances equals the difference of $303,634. 

In EWU’s  response to Staff data request GWBl.1, the Company indicates net plant of $2,796,377, as compared with 
the net plant of $2,784,864 in Global’s response to Staff data request GWBl.6, for a difference of $11,513. 
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The failure to recognize the ADIT (which represents funds already provided by customers) 

and correct plant balances means that the proposed acquisition premium of $226,803 is 

understated by $335,532, for total proposed acquisition premium of $562,335, as shown 

below. In response to a RUCO data request, Willow Valley will refund customer deposits to 

its customers after the transfer. Accordingly, the acquisition premium would be calculated 

based on a comparison of the adjusted rate bases of $1,932,499 ($1,964,397 less $31,898 

customer deposits) with the proposed price of $2,494,834, for an acquisition premium of 

$562,335, or 29.1 percent of the adjusted rate base of $1,932,499? 

Purchase Price, per GWBl. 1 

Rate Base, Per GWB 1.6 $1,964,397 

Less Customer Deposits $ 31.898 

Adjusted Rate Base $1,932,499 

Acquisition Premium $ 562,335 or 29.1 percent 

Acquisition Premium, per applicants $ 226.803 

Understatement of Acquisition Premium $ 335,532 

$2,494,834 

Q. 

A. 

Please explain the reasons to use the corrected rate base to determine the proposed 

acquisition premium. 

Although EWAZ’s calculation provided in response to Staff data request GWB 1.1 may 

reflect the terms of the asset purchase agreement between the Applicants, such calculation 

would deprive the ratepayers of valuable ratepayer benefits. First, the exclusion of ADIT 

deprives ratepayers of the benefits of amounts provided to the regulated utility through 

income tax expense but not yet remitted to the taxing authorities. Such amounts represent a 

source of non-investor supplied capital to the regulated entity and are properly included in 

6 Response of Global Water Resources, hc. to Staff data request GWBl.6 indicated a rate base of $1,964,397, less 
customer meter deposits of $31,898, for a net of $1,932,499. 
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rate base calculations. Second, customer deposits also represent non-investor funds supplied 

to the regulated entity and which should also be reflected in the rate base calculation in this 

proceeding as well as in future rate cases. In response to RUCO data request 2.02, the 

Applicants state that customer deposits will be returned to customers upon closing the 

transaction. The logistical and operational concern involves the repayment of those monies 

to ratepayers and the increased risk of bad debt expense that may accompany that practice. 

In the past judgment of Willow Valley, certain customers were required to post security 

deposits to w a n t e e  payment of bills. Failure to retain those amounts puts the rest of the 

customers at greater risk of uncollectible amounts which would be absorbed by the other 

customers in a future rate case. Third, the correct net plant balances should be used in the 

calculation of the values to be transferred as well as in the calculation of any acquisition 

premium that might be approved in this proceeding. 

Q. 
A. 

What does Staff recommend regarding the ADIT? 

If the proposed transfer is approved, Staff recommends that EWAZ establish a regulatory 

liability in its next full rate case in the amount of $260,224 to provide benefits to the 

ratepayers who would have benefitted if the net ADIT balance had been transferred to the 

buyer. A net ADIT liability represents income taxes previously paid by the ratepayers but not 

yet remitted by the utility company, and in effect, is a source of non-investor capital that is 

recognized in rate base calculations and result in a reduction to the rate base. The proposal 

not to transfer the ADIT balances to the buyer should be accepted only if the ratepayers are 

made whole for rate base reduction associated with the net ADIT liability by establishtng a 

regulatory liability in the next full rate case. EWAZ should also propose a methodology to 

amortize the regulatory liability in its next full rate case. 
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Q. 
A. 

Q. 
A. 

What does Staff recommend regarding the acquisition premium? 

In response to Staff data requests, EWAZ was unable to provide a quantification of any 

benefits expected to accrue to the ratepayers as a result of the transfer of these assets to them. 

Accordingly, there is no justification to support an acquisition premium to be borne by the 

r atepayers. 

Are there other benefits that are not being shared with the ratepayers? 

Yes. The transfer of assets means that those assets will now be supported by capital from 

EWAZ which has a capital structure that is more favorable to the ratepayers &e., less equity). 

This is based on a comparison of the capital structure approved in Willow Valley’s most 

recent rate case in Docket No. W-01732A-15-0131 and the capital structure proposed by 

EWAZ in its most recent rate case (WS-01303A-14-0010)). Staff has recalculated the revenue 

requirements for Willow Valley by supplanting Willow Valley’s capital structure with 

EWAZ‘s’ and found this could result in a reduction to the revenue requirements of 

approximately $29,000 per year. This potential reduction is a ratepayer benefit that should 

accrue to the ratepayers to reduce the $404,269, or 57.53 percent increase approved in Willow 

Valley’s most recent rate case. This reduction represents monies available to EWAZ to make 

necessary improvements to the system, and further precludes the need for any extraordrnary 

ratemaking treatment of monies that need to be expended on Willow Valley. The capital 

structure will not a@ until EWAZ‘s next rate case concludes. 

Revenue requirements recalculated for Wilow Valley using a weighted average cost of equity of 3.82 percent and a 
weighted average cost of debt of 2.56 percent, for a total cost of capital of 6.38 percent, per Decision No. 75268 in 
Docket No. WS-01303A-14-0010. This would result in a required revenue increase of $375,537 as compared with the 
increase of $404,269 in Decision No. 74364 in Docket No. W-01732-12-0315, a difference of $28,732. 
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Q- 

A. 

Q. 

A. 

Have the Companies identified and quantified any benefits in support of the 

proposed acquisition premium? 

No. In its response to Staff data request GWB 1.3, EWAZ is unable to idenufy and quantify 

the value of specific quantifiable benefits for the ratepayers for approving the transaction. 

EWAZ provides only general statements regarding its ability to provide service, and EWAZ 

does not identify and assign a value to any specific improvement that will benefit the 

ratepayers of Willow Valley. Further, in response to RUCO data request 2.05, Willow Valley 

states that it is presently providmg safe and reliable drinking water, and this would suggest 

that there are no present deficiencies that would be corrected only by the transfer. 

In addition to an acquisition premium, is EWAZ proposing an acquisition 

adjustment? 

Yes, in addition to an acquisition premium based on the excess of the purchase price over its 

incomplete calculation of Willow Valley's book value discussed above, EWAZ is proposing 

an acquisition adjustment on prospective capital investments to be made to the system, as 

discussed in its supplement of June 1, 2015 to the application. EWAZ proposes that it 

should receive a bonus of 10 to 20 percent over the actual cost of investments that will be 

made to the system. In its application, EWAZ estimates to spend approximately $1,000,000 

over 5 years for projects not outlined in the existing SIB, and these projects might include, 

1) a system ititerconnect between the King Street and Lake Cimarron areas of the 
existing Willow Valley system to provide operational flexibility and redundancy, 
2) replacement of system valves that are currently non-operational, 3) a more 
robust backwash effluent discharge retention system to prevent leaching into the 
aquifer, 4) necessary maintenance of three storage t a n k s ,  and 5) replacement or 
repair of faded flow and backwash meters and other infrastructure projects.' 

8 See Supplement to Application, dated June 1,2015,5 at 1-7. 
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Q- 

A. 

What are Staffs comments regarding the proposeG acquisition adjustment? 

First, the proposed underlying spending plan does not warrant special ratemaking treatment 

Maintenance of storage t anks  are typically considered as part of a utility7s routine operating 

and maintenance expenses. Moreover, expenditures necessary to keep a utility in good repair 

are part of the normal come of utility operations and accordtngly do not warrant a premium 

to be paid to a utility for meeting its basic obhgations regarding the provision of service. 

EWAZ has not identLfiied any specific operational deficiency that would be solved by 

interconnectmg Willow Valley7s two areas, each of which already has multiple wells that can 

be used as sources of production’. Accordingly, Staff recommends the denial of the 

acquisition adjustment. 

Further, Staff would note that the revenue calculations on the bonus to be applied to the 

EWAZ’s investment” reflects EWAZ’s cost of capital, not the cost of capital approved in 

Decision No. 74364 for the most recent Willow Valley case in Docket No. W-01732A-12- 

0315, and the stated expected monthly cost to the ratepayers reflect the bonus only and not 

the totality of the investment. The Company’s stated bill impact of $1.21, or 2.22 percent” 

per month per customers supports only the bonus proposed by the Company. The 

Company’s proposal would result in a total increase to the bill of a customer using 5,000 

gallons per month of $7.27, or 16.78 percent, from $43.33 to $50.60. This increase is in 

addition to the increase approved in Decision No. 74364 which increases the bilI of a 

customer using 5,000 gallons per month by $14.82, or 52.0 percent, from $28.51 to $43.33. 

9 See Staff Engineering Testimony ofJian Liu filed on July 8,2013 in Docket No W-0173U-12-0315. 
10 See Supplement to Application dated June 1,2015,4 at 17-23. i.e. required h u a l  Operating Income Produced of 
$6,740 on a $100,000 Authorized Incentive, for an rate of retum of 6.74 percent, as compared with 7.50 percent rate of 
return approved in Decision No. 74568 in Docket No. W-0173s-12-0315. 
11 EWAZ incorrectly used $54.66 for its monthly bill to a customer using 5,000 gallons per month. The correct bill is 
$43.33 to reflect the “CRT” reduction of $11.33 from the unadjusted amount of $54.66, for a corrected percentage 
increase of 2.79 percent ($1.21 divided by $43.33). In Docket No W-01732rLlZ-0315, the Commission approved a 
Conservation Rebate Threshold or “CRT’ providing a 50 percent discount applied to the volumetric component of 
customers’ bills for all bills less than or equal to 6,000 gallons per month. 
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The combined impact of the recent rate decision an1 EWAZ’s propos: in the instant 

proceeding would increase of a customer using 5,000 gallons per month by $22.09, or 77.48 

percent, from $28.51 to $50.60. The overall increase of $22.09, or 77.48 percent, is 

significantly €ugher than the $1.21 per month represented by the Company. 

DUE DILIGENCE WORKPAPERS 

Q. 

A. 

Did Staff request access to EWAZ’s due diligence workpapers related to its purchase 

of Willow Valley? 

Yes. In Staff data request GWB 1.1 e.12, Staff requested access to the EWAZ’s due drllgence 

workpapers supporting its decision to buy Willow Valley’’. In addition the general objections 

to all of Staffs data  request^,'^ EWAZ responded, 

“EWAZ objects to STF GWB l. le to the extent that it seeks information that is 
not reasonably calculated to lead to the discovery of admissible evidence. 
EWAZ further objects to STF GWB l . le  to the extent that it seeks information 
protected by the attorney-client privilege, the work-product doctrine or any other 
privilege recognized under law. EWAZ also objects to STF GWB l.le to the 
extent that it seeks highly confidential business information or trade secrets. 

However, EWAZ subsequently reconsidered Staffs request and provided Staff with access to 

its due drltgence workpapers. Based on its review of those workpapers, Staff has no concerns 

specific to the Company’s due dlllgence. 

l2 See Attachment 1, Staff data request GWB1.1 
j3 Staff has requested and was provided access to the due diligence workpapers in other proceedings, such as the recent 
acquisition of UNS Energy by Fortis, Inc. in Docket Nos. E-01933A-14-0011 and E-04230A-14-0011. 
l4 See Attachment 2, EWAZ’s General Objections To All Data Requests 
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SYSTEM IMPROVEMENT BENEFIT MECHANISM 

Q. 

A. 

What is the status of the SIB that was awarded to Willow Valley Decision No. 74364? 

Decision No. 74364 awarded a SIB to Willow Valley to address its aging infrastructure and 

indirectly, its 23.40 percent water loss. Accordingly to the compliance report filed on May 29, 

2015, the 12 month water loss for Willow Valley has increased to 26.1 percent. The 

compliance report further states that Willow Valley has not implemented any SIB related 

repairs, prior to the SIB being stayed by the A2  Court of Appeals. 

Staff recommends that because of the recent Court of Appeals opinion, which set aside the 

Commission’s approval of a SIB mechanism that was materially identical to the SIB approved 

for Willow Valley in Decision No. 74364, it is appropriate to stay the implementation of the 

SIB mechanism, along with all compliance matters related to the SIB mechanism as set forth 

in the Plan of Adminis&ation, pending the outcome of further court proceedings. EWAZ 

should however file annual reports detailing Willow Valley’s current water loss until such time 

when the annual water losses are less than 10 percent. 

CAPITAL STRUCTURE 

Q. 
A. 

Q. 

A. 

Please describe the proposed funding of the transaction. 

The application states that EWAZ will fund the purchase of Willow Valley in cash. There is 

no indication of any debt to be assumed or executed, and the application does not discuss the 

specific capital structure that will arise as a result of the transaction. 

Does Staff have any concerns regarding the resulting capital structure? 

Yes. Staff is concerned the description of the transaction might result in EWAZ taking the 

position that Willow Valley is supported by 100 percent equity in a future rate case. In Staff 

data request GWB 1.7, Staff attempted to determine the capital structure that EWAZ is 
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expecting to exist for Willow Valley if the proposecl transaction is approve1 

Commission: 

by the 

Q. Please explain the capital structure that would result if (from) the proposed 
transfer to EPCOR. 

EWAZ declined to provide a definite answer, stating in part, 

A. “EWAZ objects to DR GWB 1.7 to the extent that it is not reasonably 
calculated to lead to the discovery of admissible evidence. EPCOR also 
objects to DR GWB 1.7 to the extent that it is vague and ambiguous and calls 
for speculation.. .” 

Staff recommends that the Commission put EWAZ on notice that Willow Valley should 

work towards having a balanced capital structure and that utilization of a hypothetical capital 

structure may be recommended in a future rate proceeding if EWAZ fails to do so. Staff 

assumes Willow Valley’s capital structure will be identical to that of EWAZ’s other districts. 

RECOMMENDATIONS 

Q. 
A. 

Based on the above, what is Staff recommending? 

Staff recommends approval of the transaction subject to L-e following conditions: 

1. That EWAZ shall re&& from seeking rate recognition of any acquisition premium 

that it pays for Willow Valley, 

That EWAZ shall refrain from seeking rate recognition of any acquisition adjustment 

or other premium to be applied to expenditures required in the ordinary course of 

business, 

Because of the recent Court of Appeals opinion, which set aside the Commission’s 

approval of a SIB mechanism that was materially identical to the SIB approved for 

2. 

3. 
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Willow Valley in Decision No. 74364, it is appropriate to stay the implementation of 

the SIB mechanism, along with all compliance matters related to the SIB mechanism 

as set forth in the Plan of Administration, pending the outcome of further court 

proceedings, 

That EWAZ be put on notice that Willow Valley should work towards balanced 

capital structure and that a hypothetical capital structure may be deemed in a future 

rate proceeding if EWAZ fails to do so, 

In its next full rate case, EWAZ shall include a regulatory liability of $260,224 to make 

the ratepayers whole for the effects of the net Accumulated Deferred Income Tax 

liability that is being retained by Global. EWAZ shall also propose an amortization 

methodology not to exceed five years for the regulatory liability in its next full rate 

case, and 

EWAZ shall continue to comply with all decisions, and more specifically the 

requirements of Decision No. 74364 which annual requires reporting of the Willow 

Valley’s water losses until such at time as annual water losses is less than 10 percent. 

4. 

5. 

6. 

Q. 
A. 

Does this conclude your direct testimony? 

Yes, it does. 



ATTACHMENT A 

,,EPCOR WATER ARIZONA, INC.’S GENERAL OBJECTIONS 
TO STAFF‘S FIRST SET OF DATA REQUESTS 

DOCKET NO. W-01732A-15-0131 

GENERAL OBJECTIONS TO ALL DATA REQUESTS 

1. Epcor Water Arizona, Inc. (“EWAZ”) objects to each Request to the 
extent it seeks information subject to the attorneyclient privilege, work product doctrine or 
any other privilege recognized by the State of Arizona. In responding to these Requests, 
W A Z  preserves all such privileges. 

2. EWAZ objects to each Request to the extent that it is unreasonably 
burdensome, overly broad and/or not reasonably calculated to lead to the discovery of 
admissible evidence. 

3. EWAZ objects to each Request to the extent it calls for speculation. 

4. EWAZ objects to each definition and/or instruction to the extent it 
purports to abrogate any of EwAz’s rights, or adds to any of EwAz’s obligations under, 
the Arizona Rules of Civil Procedure or the Commission’s Rules. 

5. EWAZ objects to each Request to the extent that it is overly broad, 
unduly burdensome and imposes any burden not expressly permitted under the 
Commission’s Rules or the Arizona Rules of Civil Procedure. 

6. WAZ objects to each Request to the extent that the information 
requested constitutes “trade secrets” that are privileged under the Arizona Uniform Trade 
Secrets Act, Ariz. Rev. Stat. 5 44401, et. seq. (2003). 

7. EWAZ objects to each Request to the extent it seeks information not 
within EWAZ‘s possession, control, or custody and/or to the extent the Requests ask 
EWAZ to provide information that it does not maintain in the ordinary course of business. 

8. EWAZ objects to each Request to the extent it calls for a legal 
conclusion. 

9. EWAZ reserves the right to supplement or amend its objections and 
responses as necessary. 
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EXECUTIVE SUMMARY 
WILLOW VALLEY WATER CO., INC. & EPCOR WATER ARIZONA, INC. 

DOCKET NOS. W-01732A-lS-OW18~ W-Ol303A-15-OUl 

I am adopting the direct testimony of Gerald Becker as my own. I a m  tiling surrebuttal testimony to 
1) withdraw one of Staff‘s recommendations from direct testimony and 2) respond to the Applicants’ 
various witness’ rebuttal testimony. 

Staff recommends: 

1. That the Commission deny recognition of any acquisition premium that EPCOR Water 

Arizona, Inc. (‘‘EWAZ”) pays for Willow Valley Water Co., Inc. (‘Willow Valley”), 

That the Commission deny recognition of any acquisition adjustment or other premium to be 

applied to capital expenditures required in the ordinary course of business, 

That EWAZ be put on notice that Willow Valley should work towards a balanced capital 

2. 

3. 

structure and that a hypothetical capital structure may be deemed appropriate in a future rate 

proceeding if EWAZ fails to do so, 

That EWAZ shall continue to comply with all prior decisions, and more specifically the 

requirements of Decision No. 74364 which requires annual reporting of the Willow Valley 

4. 

water losses until such time as annual water losses are less than 10 percent. 
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INTRODUCTION 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Please state your name and business address. 

My name is Darron Carlson. My business address is 1200 West Washington Street, Phoenix, 

Arizona 85007. 

By whom are you employed and in what capacity? 

I am employed by the Utilities Division (“Staff’) of the Arizona Corporation Commission 

(“ACC” or “Commission”) as a Public Utilities Analyst Manager. 

How long have you been employed with the Utilities Division? 

I have been employed by the Utilities Division since September of 1991. 

Please describe! your educational background and professional experience. 

I hold a Bachelor of Arts degree in both Accounting and Business Management from 

Northeastern Illinois University in Chicago, Illinois. 

I have participated in quite a number of seminars and workshops related to utility rate- 

making, cost of capital, income taxes, and similar issues. These have been sponsored by 

organizations such as the National Association of Regulatory Utility Commissioners 

(“NARUC”), Duke University, Florida State University, Michigan State University, New 

Mexico State University, and various other organizations. 

Btiefly describe your responsibilities as a Public Utilities Analyst Manager. 

In my capacity as a Public Utilities Analyst Manager, I supervise analysts who examine, venfv, 

and analyze utilities’ statistical, hnancial, and other information. These analysts write reports 

and/or testimonies analyzing proposed mergers, acquisitions, asset sales, hnancings, rate 
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cases, and other matters in which they make recommendations to th Commission. I provide 

support and guidance along with reviewing and editing the work products. I also perform 

analysis as needed on special projects. Additionally, I provide expert testimony at formal 

hearings. Finally, I assist Staff members during formal hearings and supervise responsive 

testimonies, as needed, during the hearing process. 

PURPOSE OF TESTIMONY 

Q. 

A. 

Q. 

A. 

What is the scope of your testimony in this case? 

I am adopting the direct testimony of Staff witness, Gerald Becker, as my own. In addition, 

in my surrebuttal testimony, I withdraw one of Staffs recommendations in Staffs direct 

testimony. Further, I respond where necessary, to the rebuttal testimonies filed by Ron 

Fleming and Paul Walker on behalf of Willow Valley Water Co., Inc. (‘Wrillow Valley”) and 

Shawn Bradford and Sarah Mahler on behalf of EPCOR Water Arizona Inc. (“EWAZ”) 

(collectively, the “Applicants”). I am also presenting Staff‘s revised recommendations 

regardmg the transfer of Willow Valley to EWAZ. 

Do you attempt to address every issue raised by the Applicant‘s various witnesses in 

its rebuttal testimonies? 

No. My silence on any particular issue raised in the Applicant‘s rebuttal testimonies does not 

indicate that Staff agrees with the Applicant’s rebuttal position on that issue. Rather, I rely on 

my direct testimony unless modified by this surrebuttal testimony. 

SUMMARY OF RECOMMENDATIONS 

Q. Please summarize Staffs recommendations. 

A. Staff recommends approval of the transfer subject to certain conditions which Staff believes 

to be in the public interest. These conditions include: 
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1. 

2. 

3. 

4. 

That the Commission deny recognition of any acquisition premium that EWAZ pays 

for Willow Valley, 

That the Commission deny recognition of any acquisition adjustment or other 

premium to be applied to capital expenditures required in the ordinary course of 

business, 

That EWAZ be put on notice that Willow Valley should work towards a balanced 

capital structure and that a hypothetical capital structure may be deemed appropriate 

in a future rate proceeding if EWAZ fails to do so, 

That EWAZ shall continue to comply with all decisions, and more specifically the 

requirements of Decision No. 74364 which requires annual reporting of the Willow 

Valley water losses until such time as annual water losses are less than 10 percent. 

Q. 

A. 

Q. 
A. 

How do the above recommendations compare to the recommendations reflected in 

Staffs direct testimony? 

The recommendations listed above are visually identical to the recommendations reflected in 

Staffs direct testimony except that Staff had listed six recommendations in its direct 

testimony and has withdrawn two (originally listed as number 3 and 5 in direct testimony) in 

its surrebuttal testimony. Recommendation 3 concerning SIB was addressed by the 

Commission in the interim of filing Staff direct and surrebuttal testimonies. 

Why has Staff withdrawn recommendation 5? 

This recommendation was in regard to the creation of a regulatory hbihty (chargeable to 

EWAZ) to replace the accumulated deferred income taxes that serve to reduce rate base that 

will disappear in the sales transaction. This will have the effect of increasing the rate base by 

approximately $260,000 after the sales transaction is completed. Staff believed that creating 

the liability would leave the rate payers whole and unaffected by the sales transaction. 
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Q. 

A. 

Then why does Staff now want to withdraw the recommendatia-? 

Staff has now concluded that this type of regulatory action may be inconsistent with the 

Internal Revenue Service’s Normalization rules. If the Commission were to approve the 

regulatory liability, EWAZ could find itself out of compliance with the Normalization rule 

and could lose its ability to claim accelerated depreciation in the future on all of its 

depreciable utility plant in Arizona. This could present a very serious situation for EWAZ 

and all of its ratepayers in Arizona. 

RESPONSE TO REBUTTAL TESTIMONIES 

Q. 
A. 

Q. 
A. 

Q. 

Have you reviewed the rebuttal testimony of Willow Valley witness, Ron Fleming? 

Yes I have. The only comments I have are that it appears that Global (Willow Valley’s 

current parent) will likely suffer a capital loss on this sales transaction. Further, the extensive 

efforts put forward by Global would indicate that Willow Valley while needing a lot of 

refurbishment is certainly not a “distressed” utility. That is to say Global can fund and make 

improvements and properly operate the system. 

Have you reviewed the rebuttal testimony of Willow Valley witness, Paul Walker? 

Yes I have. While Mr. Walker is generally correct in his academic discussion of utility 

consolidation, the fact is most consolidations (much like this transfer of assets) involve viable 

and usually well-funded water or wastewater utilities. Staff of the Commission have 

encouraged consolidation of small, distressed water and wastewater utilities. The ones with 

20,50, or 100 ratepayers - we have a lot of them in Arizona. Unfortunately, it is very difficult 

for an operator to acquire and make such s d  utilities profitable. These are the ones that 

Staff stands ready to consider premiums and other incentives for, but Staff has not noted a 

great deal of interest in consolidating healthy utilities with these troubled utilities. 

Have you reviewed the rebuttal testimony of EWAZ witness, Shawn Bradford? 
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A. 

Q. 
A. 

Yes I have. While Staff appreciates the difficulties that can be encountered in running a 

utility with vast maintenance needs, Staff believes that ratepayers are none-the-less entitled to 

receive safe and reliable service. If systems are poorly maintained, problems can pile up, all 

while the ratepayers are arguably providmg funding to support safe and reliable operations. 

Staff believes that acquisition premiums and acquisition related incentives should be 

considered in situations where corrective action may require assistance and/or financial 

support from a healthier or hnancially stronger acquiring utility. However, Staff believes it is 

not in the public interest to provide acquisition related incentives to new utility operators who 

are really committmg to bringing the utility services up to standards that should have been 

maintajned all along. 

Have you reviewed the rebuttal testimony of EWAZ witness, Sarah Mahler? 

Yes I have. Staff notes that Ms. Mahler seeks approval of incentives for investing capital in 

Willow Valley. Staff does not agree that incentives are necessary for a viable utility purchase. 

Willow Valley is viable. Staff does not agree with labeling Willow Valley a “troubled” utility. 

Staff has already explained above what it believes qualifies for incentives and Staff does not 

believe that Willow Valley falls within that description. 

Staff finds that Global did need outside funding to invest $3.3 million into the Willow Valley 

system, as this outstrips the depreciation expense provided by ratepayers for the periods 2006 

to 2015. However, Staff notes that EWAZ promises expenditures of $1 million over 5 years 

after acquisition, but the current rates include $285,500 annually in depreciation expense &om 

ratepayers. So ratepayers will provide $1.4 million in funding from depreciation expense in 

those 5 years. Staff notes that EWAZ will control how that non-cash expense is expended. 

Further, Staff notes that the tax savings provided by the use of accelerated depreciation is 

another avenue for funding plant replacements and EWAZ will be be@g new 

depreciation on all of the Willow Valley plant assets it acquires. So, there are already 
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incentives in place that make this purchase attractive to EWAZ without making ratepayers 

pay more for equivalent services. The return of EWAZ’s investment is sought as a premium 

for its investment. However, Staff notes that EWAZ receives its retum on investment via 

depreciation expense and a return on its investment via a rate of retum on rate base. 

RECOMMENDATIONS 

Q. 
A. 

Q. 
A. 

Based on the above, what is Staff recommending? 

Staff recommends approval of the transaction subject to the foliowing conditions: 

1. 

2. 

3. 

4. 

That the Commission deny recognition of any acquisition premium that EWAZ pays 

for Willow Valley, 

That the Commission deny recognition of any acquisition adjustment or other 

premium to be applied to expenditures required in the ordinary course of business, 

That EWAZ be put on notice that Willow Valley should work towards a balanced 

capital structure and that a hypothetical capital structure may be deemed appropriate 

in a future rate proceeding if EWAZ fails to do so, 

That EWAZ shall continue to comply with al l  decisions, and more specifically the 

requirements of Decision No. 74364 which requires annual reporting of the Willow 

Valley water losses until such time as annual water losses are less than 10 percent. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 





Willow Valley Water Co., Inc. 

Leaal Description of Certificate of Convenience and Necessitv Area 

to be transferred to 

EPCOR Water Arizona, Inc. 

ACC Docket Nos. 
W-O1732A-15-0131 
W-01303A-15-0131 

TownshiD 18 North, Ranae 21 West 

Section 19 

The East Half of the Northwest Quarter (E '!4 NW %), and the Southeast Quarter of the Southwest Quarter 
(SE % SW %), and the West Half of the Southeast Quarter (W % SE %) of Section 19, Township 18 North, 
Range 21 West, of the Gila & Salt River Base and Meridian, Mohave County, Arizona. 

Lots I ,  2, 3 and 4 (being the West Half of the West Half [vv % W %I), and the Northwest Quarter of the 
Southwest Quarter (NE % SW %) of Section 19, Township 18 North, Range 21 West, of the Gila & Salt 
River Base and Meridian, Mohave County, Arizona 

Townshi0 18 North, Ranse 22 West 

Section 21 

Parcel A 

All that portion of the abandoned channel of the Colorado River, as it existed immediately prior to re- 
channelization, that lies South of the North line of fractional Section 21, Township 18 North, Range 22 
West, Gila & Salt River Base and Meridian, Mohave County, Arizona, and that lies East of the Easterly 
dredging right of way line of the present channel of the Colorado River, approximately described as 
follows: 

COMMENCING at the Northeast Comer of said fractional Section 21; 
thence S 76" 17' 2 8  W, along the North line of said fractional Section 21, 2796 feet more or less to 
the point of beginning, said point being a point on a meander line of the left descending bank of 
said abandoned channel; 
thence S 42" 51'W 250 feet to a point; 
thence S 57" 39' W 390 feet to a point; 
thence S 78" 45' W 260 feet to a point; 
thence S 60" 44' W 200 feet to a point; 
thence S 65" 57' W 477 feet to a point; 
thence S 39" 51' W 260 feet to a point; 
thence S 45" 43' W 390 feet to a point on the Easterly dredging right of way line of 
said present channel; 
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thence Northerly along said right of way line, which is a curve to the right, having a tangent that 
bears N 02" 52' 39' E from the  last described point, a radius of 7190.90 feet and a central angle of 
6" 17' 40', 790 feet to a point on the North line of said fractional Section 21; 
thence N 76" 17' 28" E along the North line of said fractional Section 21, 1778 feet to 
the true point of beginning. Containing 13.60 Acres more or less. 

Parcel B 

All that portion of the abandoned channel of the Colorado River, as it existed immediately prior to re- 
channelization, that lies South of the North line and a Westerly prolongation thereof, of fractional Section 
21, Township 18 North, Range 22 West, Gila & Salt River Base and Meridian, Mohave County, Arizona, 
and that is bounded on the East by the Easterly dredging right of way line of the present channel of the 
Colorado River and is bounded on the South and East by the left descending bank of the abandoned 
channel of the Colorado River as  it existed immediately prior to dredging, and is bounded on the West by 
the left descending bank of the present normal-flow channel of the Colorado River, approximately described 
as follows: 

COMMENCING at the Northeast Comer of said fractional Section 21; 
thence S 76" 17' 28" W, along the North line of said fractional Section 21, 4574.36 feet to a point, 
said point being the intersection of the North line of said factional Section 21 and said Easterly 
dredging right of way line of the present channel of the Colorado River and the Point of Beginning; 
thence Southerly along said right of way line, which is a curve to the left having a tangent 
that bears S 09" I O '  19" W from the last described point, a radius of 7190.90 feet and a 
central angle of 6" 17' 40", 790 feet to a point, said point being a point on a meander line of the left 
descending bank of said abandoned channel; 
thence along a meander line of said abandoned charnel S 44" 59' W 579 feet to a point; 
thence along a meander line of said abandoned channel S 16" 00' W 418 feet to a point, 
said point being on a Westerly prolongation of the South riparian Section line of fractional 
Section 21 a s  established by the United States Bureau of Land Management and also 
being a point on a meander line of the left descending bank of the present normal-flow 
channel of the Colorado River; 
thence along said left bank of the present normal-flow channel N 01" 30' E 680 feet to a 
point; 
thence N IO" 02' E 200 feet to a point; 
thence N 01" 26' E 220 feet to a point; 
thence N 13" 29' E 410 feet to a point, said point being on a Westerly prolongation of the 
North line of said fractional Section 21; 
thence along the North line of said fractional Section 21 and a Westerly prolongation 
thereof N 76" 17' 28" E 480 feet to the true point of beginning. Containing 11.43 Acres 
more or less. 

Parcel C 

All of that portion of the alluvium lands of the Colorado River lying West of and adjoining 
fractional Section 21, Township 18 North, Range 22 West, Gila & Salt River Base and Meridian, Mohave 
County, Arizona, bounded on the Northwest by the meander lines of the left descending bank of said River 
immediately prior to the re-channelization, bounded on the Northeast by the 1905 GLO Meander line, and 
bounded on the South by a line that is the South riparian section line and follows an existing line of 
occupation. Said boundaries being approximately described as follows: 

COMMENCING at the South quarter corner of said Section 21; 
thence South 89" 50' 52" West, a distance of 540.84 feet more or less to the point of 
beginning, said point being the BLM Brass Cap Monument marking the Meander 
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Comer on the South line of said Section 21; 
thence S 82" 18' 43" W 1512.93 feet to a 1 inch iron pipe tagged RLS 5576, said 1 
inch iron pipe being on the Easterly prolongation of an existing fence; 
thence along said fence S 80" 24' 40" W 421.67 feet to a 1 inch iron pipe tagged RLS 
5576, and the Westerly termination of said fence; 
thence continuing S 80" 24' 40" W 16 feet more or less to a point on the meander line 
of the left descending bank of the Colorado River immediately prior to the re-channelization, said 
point also being the most Southerly Comer of Parcel 2 of that 
certain Judgment filed January 30,1976, at Pages 47-49 of Book 391 of Official 
Records of said Mohave County, Arizona; 
thence along said meander line N 16" 00' E 418 feet; 
thence N 44" 59' E 579 feet to a point on the Easterly dredging right of way line of 
the present channel, said point also being the most Southerly Comer of Parcel 1 of 
the before mentioned Judgment; 
thence N 45" 4 3  E 390 feet to a point on the 1905 GLO Meander line shown on the 
Plat as N 53" 00' W 21.40 chains; 
thence along said GLO Meander line S 53" 00' E 1387 feet, more or less, to the point 
of Beginning. Containing 23.5 acres more or less. 

Parcel D 

Lots One (I), Two (2), Three (3) and Four (4) and the South Half of the Southeast Quarter (S % SE %) of 
Section 21, Township I 8  North, Range 22 West, Gila & Salt River Base and Meridian, Mohave County, 
Arizona. 

Section 23 

The South Half (S %), and the South Half of the Northeast Quarter (S % NE %), and the South Half of the 
Northwest Quarter (S % NW %), and the West Half of the Northwest Quarter of the Northwest Quarter (W % 
NW '/4 NW 114 ), and the Southeast Quarter of the Northwest Quarter of the Northwest Quarter (SE % NW 
'/4 NW %) and the West Half of the Northeast Quarter of the Northwest Quarter of the Northwest Quarter of 
the Northwest Quarter (W % NE % NW % NW %) of Section 23, Township 18 North, Range 22 West of the 
Gila & Salt River Base and Meridian, Mohave County, Arizona. 

and 

The South ?4 of the North %and the Northwest % of the Northwest 114 of Section 23, except the East 1/2 of 
the Northeast % of the Northwest 1/4 of the Northwest % of Section 23, Township 18 North, Range 22 West 
of the Gila & Salt River Base and Meridian, Mohave County, Arizona 

Section 25 

All of Section 25, Township 18 North, Range 22 West, Gila & Salt River Base and Meridian, Mohave 
County,. Arizona. 

Section 27 

All of Section 27, Township 18 North, Range 22 West, Gila & Salt River Base and Meridian 

Section 35 

North Half (N%) of Section 35, Township 18 North, Range 22 West, Gila & Salt River Base and Meridian, 
Mohave County, Arizona. 
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INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q- 

A. 

Please state your name, place of employment and job title. 

My name is Jian W. Liu. My place of employment is the Arizona Corporation Commission 

(“ACC” or “Commission”), 1200 West Washington Street, Phoenix, Arizona 85007. My job 

title is Water/Wastewater Engineer with the Commission’s Utilities Division Staff (“Staff’). 

How long have you been employed by the Commission? 

I have been employed by the Commission since October 2005. 

Please list your duties and responsibilities. 

My main responsibilities are to inspect, invesagate and evaluate water and wastewater 

systems. This includes obtaining data, preparing reconstruction cost new and/or original cost 

studies, investlgative reports, interpreting rules and regulations, and suggesting corrective 

action and providing technical recommendations on water and wastewater system 

deficiencies. I also provide written and oral testimony in rate cases and other cases before the 

Commission. 

How many companies have you analyzed for the Utilities Division? 

I have analyzed approximately 50 companies fulfilling these various responsibilities for the 

Commission’s Utilities Division. 

Have you previously testified before this Commission? 

Yes, I have testified before the Commission. 
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Q- 
A. 

Q- 
A. 

Q. 
A. 

What is your educational background? 

I am a Ph.D. Candidate in Geotechrucal Engineering from Arkona State University (“ASTJ”). 

I have a Master of Science Degree in Natural Science from ASU and a Master of Science 

Degree in Civil Engineering from Institute of Rock & Soil Mechanics (“IRSM), Academy of 

Sciences, China. 

Briefly describe your pertinent work experience. 

From 1982 to 2000, I was employed by IRSM, SCS Engineers, and URS Corporation as a 

Civil and Environmental Engineer. In 2000, I joined the Arizona Department of 

Environmental Quality (“ADEQ”). My responsibilities with ADEQ included review and 

approval of water distribution systems, sewer distribution systems, and on-site wastewater 

treatment facilities. I remained with ADEQ until transferring to the Commission in October 

2005. 

Please state your professional membership, registrations, and licenses. 

I am a licensed professional civil engineer in the State of Arizona. 

PURPOSE OF TESTIMONY 

Q. 
A. 

What was your assignment in this proceeding? 

My assignment was to provide Staffs engineering evaluation of the application. I reviewed 

the Company’s application and responses to data requests. This testimony and its attachment 

present Staffs engineenng evaluation. The findings of my engineering evaluation are 

contained in the Engineering Report that I have prepared for t h i s  proceeding. The report is 

included as Exhibit JWL in this pre-filed testimony. 
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RECOMMENDATIONS AND CONCLUSIONS 

Q. 

A. 

Q. 
A. 

What are Staffs conclusions and recommendations regarding the Company's 

operations? 

Staffs conclusions and recommendations regardmg the Company's operations are contained 

in the attached Engineering Report. 

Does this conclude your Direct Testimony? 

Yes, it does. 
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Joint Application of Willow Valley Water 
Co., Inc. and EPCOR Water Arizona Inc. 
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Transfer of the Certificate of Convenience 
and Necessity 
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OWO3A-15-0131 

By: Jim W Liu, Utilities Engineer I 
OCTOBER 7,2015 

EXECUTIVE SUMMARY 

CONCLUSIONS: 

1. The Arizona D e p m e n t  of Environmental Quality (“ADEQ.) reported that the Willow 
Valley water systems are currently delivering water that meets water quality standards 
required by 40 C.F.R. 141 (National Primary Drinking Water Regulations) and Arizona 
Administrative Code, Title 18, Chapter 4. 

2. Willow Valley Water Co., Inc. (‘Willow Valley.’) is not located witbin an Arizona 
Department of Water Resources (“ADWR”) Active Management Area (“AMA”) and is not 
subject to any ADWR AMA reporting and conservation requirements. ADWR has 
determined that Willow Valley is currently ia compliance with departmental requirements 
governing water providers and/or community water systems. 

3. A check with the Arizona Corporation Commission (“ACC” or “Commi~sion~~) Utilities 
Division Compliance Section showed no delinquent compliance items for the Willow Valley. 

4. Staff concludes that Willow Valley water systems have adequate production capacity and 
storage capacitp to serve the existing customer base and reasonable growth. 

RECOMMENDATION 

1. Staff recommends that EPCOR Water Arizona Inc. (“EWAZ”) prepare a report containing 
a detailed analysis and plan to reduce water loss to 10 percent or less for Willow Valley water 
systems. If the EWAZ believes it is not cost effective to reduce the water loss to less than 
10 percent, it should submit a detailed cost benefit analysis to support its opinion. In no 
case shall the EWAZ allow water loss to be greater than 15 percent. The water loss 
reduction report or the cost benefit analysis shall be docketed as a compliance item within 
90 days of the effective date of the order issued in this proceeding if this application is 
approved. 
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A. INTRODUCTION 

On April 22, 2015, Willow Valley Water Co., Inc. (‘WiUow Valley”) and EPCOR Water Arizona 
Inc. (“EWAZ”) filed an application requesting that the Arizona Corporation Commission (“ACC” 
or “Commission”) approve the sale of Willow Valley’s utility system and transfer of its Certificate of 
Convenience and Necessity (“CC&N7’) to EWAZ. 

Willow Valley’s ultimate parent company, Global Water Resources, Inc. (“Global”), now seeks to 
focus on its core service areas in Maricopa and Pinal Counties and on its core business strategy of 
providing regionally integrated water and wastewater service. As a result, Global has decided to 
divest Willow Valley’s two potable water systems located in Mohave County, well outside its core 
service area. 

EWAZ is an Arizona public service corporation, authorized to provide water service in nine districts 
in Arizona. Among the water districts operated by EWAZ are the Mohave and North Mohave 
Water Districts, located approximately ten miles north of Willow Valley’s certificated service area. 
EWAZ currently serves approximately 128,000 water customers throughout Arizona, including 
approximately 16,000 in its Mohave Water District and 2,000 in its North Mohave Water Disuict. 
EWAZ has a significant presence in the Mohave County area which should result in economies of 
scale savings for Willow Valley in the future. 

On June 1, 2015, EWAZ fled a supplemental application to seek recovery of approximately 
$226,000 through a surcharge mechanism to be approved as part of the sale of Willow 
Valley’s utility system and transfer of its CC&N to EWAZ. 

B. WATER SYSTEM 

Wilhw V a l 9  

Willow Valley is an Arizona public service corporation, authorized to provide water utility service in 
a portion of Mohave County, Arizona under a CC&N granted in Commission Decisions Nos. 
32436,34869,55434 and 68610. Willow Valley currently serves approximately 1,620 connections in 
its existing service area of approximately 4.29 square miles. Willow Valley’s current water systems 
consist of 10 wells, with a total capacity of 1,765 gallons per minute (“GPM); 4 storage tanks, with 
a combined capacity of 502,000 gallons; 12 booster pump stations; and associated distribution 
systems. Staff concludes that the system has adequate production and storage capacity to serve 
existing customers and reasonable growth. 

Non-Account Water 

Non-account water should be 10 percent or less. It is important to be able to reconcile the 
difference between water sold and the water produced by the source. A water balance will allow a 
company to identify water and revenue losses due to leakage, theft and flushing. 
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Water System 

King Street PWS 08-040 

Willow Valley reported the following gallons pumped and gallons sold in 2014, which Staff used to 
determine the water loss per system: 

Gallons Pumped Gallons Sold Water loss (Yo) 

76.402.000 53.335.000 30.19 

Water Loss 

I Lake Cimarron, PWS 08-129 8,281,000 7,841,000 5.31* I 

Decision No. 74364 (February 26, 2014) requires that Valencia Water Company - Town Division 
(“Valencia-Town”), Water Utility of Northern Scottsdale (‘WUNS’), Water Utility of Greater 
Tonopah (“WUGT”), Valencia Water Company - Greater Buckeye Division (“Valencia - Greater 
Buckeye”), Global Water - Santa Cruz Water Company (“Santa Cruz”) and WiJlow Valley Water 
Company (‘Willow Valley”) file their water loss report consistent with the Settlement Agreement 
and the Decision. Accordingly, Global filed its water loss report on May 30, 2014, and May 29, 
201 5. 

Staff recommends that EWAZ prepare a report containing a detailed analysis and plan to reduce 
water loss to 10 percent or less for Willow Valley water systems. If the EWAZ believes it is not cost 
effective to reduce the water loss to less than 10 percent, it should submit a detailed cost benefit 
analysis to support its opinion. In no case shall the EWAZ allow water loss to be greater than 15 
percent. The water loss reduction report or the cost benefit analysis shall be docketed as a 
compliance item within 90 days of the effective date of the order issued in this proceeding if this 
application is approved. 

C. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (“ADEQ”) 
COMPLIANCE 

ADEQ reported that Willow Valley water systems have no major deficiencies and are delivering 
water that meets water quality standards required by 40 CFR 141 vide 40 Code of Federal 
Regulations Part 141 National Primary Drinking Water Regulations) and Arizona Administrative 
Code, Title 18, Chapter 4.1 

E. ARIZONA DEPARTMENT OF WATER RESOURCES (“ADWR”) 
COMPLIANCE 

Willow Valley is not located within an ADWR Active Management Area (“AMA‘) and is not subject 
to any ADWR Ah4.A reporting and conservation requirements. ADWR has determined that Willow 

Staff received ADEQ Water Quality Compliance Status Reports dated June 3,2015. 
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Valley is currently in compliance with departmental requirements governing water providers and/or 
community water systems.* 

F. ACC COMPLIANCE 

A check of the Utilities Division compliance database indicates that there are currently no 
delinquent compliance items for Willow Valley.3 

G. TARIFF 

1. Cufiah’rnent Tan$ 

WiUow Valley has an approved Curtailment tariff on file with the ACC. 

2. Cmss Connection & Backflw T a d  

WiUow Valley has an approved Backflow Prevention tariff on iile with the ACC. 

3. Best Management Practice (‘BMP’? Tan$ 

Willow Valley also has approved BMP tariffs on hle with the Commission. 

~~~ 

2 Per ADWR Water Provider Compliance Status Reports dated May 7,2015. 
Per Compliance Section email dated April 29,2015. 
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CONCLUSIONS 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

Engineering Report for WILLOW VALLEY 
WATER CO., INC. 

Docket No. W-01732A-12-0315 (Rates) 

By: JianLiu 
Utilities Engineer 

June 3,2013 

Arizona Department of Environmental Quality (“ADEQ”) reported that the Willow 
Valley Water Co., Inc. (“Willow Valley” or the “Company”) drinking water systems are 
currently delivering water that meets water quality standards required by 40 C.F.R. 141 
(Title 40 Code of Federal Regulations Part 141 National Primary Drinking Water 
Regulations) and Arizona Administrative Code, Title 18, Chapter 4. (ADEQ report dated 
April 8,2013). 

The Company is not located in any Active Management Area (“AMA”) and is not subject 
to any AMA reporting and conservation requirements. ADWR reported that Willow 
Valley is currently in compliance with departmental requirements governing water 
providers andor community water systems. (ADWR compliance status report dated 
March 13,2013). 

A check with the Utilities Division Compliance Section showed no delinquent 
compliance items for Willow Valley. (ACC Compliance Section Email dated May 17, 
2013). 

Willow Valley has approved Curtailment Plan and Backflow Prevention Tariffs on file 
with the Commission. 

The Company also has three approved Best Management Practice (“BMP”) tariffs on file 
with the Commission. 

Staff concludes that Willow Valley has adequate production capacity and storage capacity 
to serve the existing customer base and reasonable growth. 

Staff inspected the plant facilities on April 16, 2013. The post-test year plant addition 
was not in-service during Staff’s inspection. According to the Company project has been 
delayed and will not be completed until late 2013. (see Section I for details). 



RECOMMENDATIONS 

1. In the prior rate case, the Company adopted S t a r s  typical and customary water 
depreciation rates. These rates are presented in Table B and it is recommended that the 
Company continue to use these depreciation rates by individual National Association of 
Regulatory Utility Commissioners category. 

2. Staff recommends the annual water testing expense of $15,708 (rounded) be used for 
pg-poses of this application. 

3. Staff recommends that the Company file each May a report covering the previous 
calendar year (with the first report due in May 2014 to cover the year of 2013) that 
contains all work activities undertaken in accordance with Decision No. 71 878 regarding 
the Company’s plan for reducing water loss below 10 percent. Staff further recommends 
that the written report continue until the water loss for all Willow Valley water systems is 
10 percent or less for one full calendar year. 

4. The Company has not requested any changes in its service line and meter installation 
charges that were approved in its last rate application. Therefore, Staff recommends 
continued use of the Company’s current meter and service line installation charges. 
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A. LOCATION OF COMPANY 

Willow Valley Water Co., Inc. (“Willow Valley” or the “Company”) is an Arizona public 
service corporation authorized to provide water service within portions of Mohave County, 
Arizona. Willow Valley provides service to approximately 1,500 active connections. Figure 1 
shows the location of Willow Valley within Mohave County and Figure 2 shows the certificated 
area. 

B. DESCRIPTION OF THE WATER SYSTEMS 

The plant facilities were visited on April 16, 2013, by Jian Liu, Staff Utilities Engineer, in 
the accompaniment of Joel Wade, and Justin Waters of the Company. The Company operates 
two independent water systems. Brief descriptions of the two systems are as follows: 

1. King Street, Public Water System (“PWS”) 08-040: This system consists of two wells 
producing a total of 800 gallons per minute (“gprn”), three storage tanks, eight booster 
pumps, three pressure tanks, Iron and Manganese removal systems and a distribution 
system. This system served 1,374 active connections at the end of 201 1. 

2. Lake Cimarron, PWS 08-129: This system consists of two wells, producing a total of 415 
gpm, a storage tank, four booster pumps, a pressure tank and a distribution system. There 
is an Iron and Manganese removal system. This system served 128 active connections at 
the end of 201 1. 

Detailed plant facility listings are as follows: 
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King Street, PWS 08-040 

Well Data (active wells only) 

LocationJNo. 

Unit 17 - Secondary 

Unit 17 - Primary 
Total Production 

Pump Casing Casing Depth Meter 
(Feet) Size mmD 1 1 PumpGPM I size 

HP 
55-603949 I 3 00 8” 100 4” 
55-208170 I 30 I 500 1 9” I 120 I 6” 

- .  I - I 800 I - I  I - 

Storage Tanks Pressure Tanks Booster P u m ~ s  
] Capacity I Quantity I Capacity I Quantity I Capacity I Quantity 

I I 
163,000 1 14,000 1 15 6 
47,000 1 5,200 1 30 1 
96,000 1 2,200 1 40 1 

I Total306,OOO I 

I Customer Meters Fire Hvdrants 

6 2 
Total Metered 1,482 

1 Connections 1 
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Lake Cimarron, PWS 08-129 

Well Data (active wells only) 

ADWRID Pump Pump casing 
# HP GPM Size LocatiodNo. 

Lake Cimarron Small 55-604161 10 225 6” 
Lake Cimarron Large 55-604160 7.5 190 12” 

rTotal Production I - 1 - 1 4 1 5 )  - 

Casing 
Depth 
(Feet) 
100 
60 

Meter 
Size 

4” 
4” 

Storage Tanks Pressure Tanks Booster Pumps 
Capacity Quantity Capacity Quantity Capacity Quantity 
(gallons) (gallons) (HP) 

196,000 1 5,800 1 20 2 
25 2 

Total 196.000 

Mains Customer Meters Fire Hydrants 
Size (inches) Length (feet) Size (inches) Quantity Quantity 

4 297 5/8x3/4 130 19 
6 880 3 I4 1 
8 11,866 2 1 
10 6,161 Total Metered 132 

Connections 
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C.  WATERUSE 

Water Sold 

Based on the information provided by the Company in its Water Use Data Sheets, water 
use for the year 201 1 is presented below for each system. 

Water Use, gallons per day (“GPD”) per connection 

Non-Account Water 

For each water system, the Company reported the following gallons pumped and gallons 
sold in 201 1 , which Staff used to determine the water loss per system: 

Water Loss 

Non-account water should be 10 percent or less and never more than 15 percent. It is 
important to be able to reconcile the difference between water sold and the water produced by the 
source. A water balance will allow a water company to identify water and revenue losses due to 
leakage, theft, and flushing. 

Decision No. 71878 (September 15, 2010) requires the 10 Global water systems, to file a 
detailed plan demonstrating how the various systems will reduce their water loss to less than 10 
percent. On December 14, 2010, Global Water filed a plan for reducing water loss to below 10 
percent in the 10 Global Utilities’ water systems, including the two Willow Valley water 
systems: 

0 King Street, PWS 08-040 
Lake Cimarron, PWS 08-129 
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Water loss for the above two water systems continued to exceed the Staff's recommended 
threshold of 10 percent in 201 1. Staff recommends that the Company file each May a report 
covering the previous calendar year (with the first report due in May 2014 to cover the year of 
2013) that contains all work activities undertaken in accordance with Decision No. 71878 
regarding the Company's plan for reducing water loss below 10 percent. Staff further 
recommends that the written report continue until the water loss for all Willow Valley water 
systems is 10 percent or less for one full calendar year. 

D. GROWTH 

In July 2009, the Company had 1,528 customers, and in December 201 1 , the Company 
had 1,502 customers. Willow Valley lost 26 customers from July 2009 to December 201 1. The 
Company estimates that the customer base will remain the same (with little or no growth) for the 
next 5 years. 

Staff concludes that the Willow Valley has adequate production capacity and storage 
capacity to serve the existing customer base and reasonable growth. 

E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY COMPLIANCE 
(" ADEQ") 

Compliance 

ADEQ reported that the Willow Valley drinking water systems are currently delivering 
water that meets water quality standards required by 40 C.F.R. 141 (Title 40 Code of Federal 
Regulations Part 141 National Primary Drinking Water Regulations) and Arizona Administrative 
Code, Title 18, Chapter 4. (ADEQ report dated April 8,2013). 

Water Testing Expense 

Willow Valley reported a total testing expense of $20,992.93 during the test year, the 
Company provided invoices and other documents to support this amount. 

Willow Valley reported the following annual water testing expense for last 4 years 
(rounded) : 

Year 2009 - $16,874 
Year 2010 - $11,252 
Year 201 1 - $20,993 
Year 2012 - $13,712 
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Therefore, average annual water testing expense from 2009 to 2012 is $15,707.75. Staff 
reviewed these expenses and supporting documentation provided by the Company. Staff 
recommends the annual water testing expense of $15,708 (rounded) be used for purposes of this 
application. 

F. ARIZONA DEPARTMENT OF WATER RESOURCES (“ADWR”) 
COMPLIANCE 

The Company is not located in any Active Management Area (“AMA”) and is not subject 
to any ADWR AMA reporting and conservation requirements. ADWR reported that Willow 
Valley is currently in compliance with departmental requirements governing water providers 
andor community water systems. (ADWR compliance status report dated March 13,2013). 

G. ARIZONA CORPORATION COMMISSION (“ACC”) COMPLIANCE 

A check with the ACC Utilities Division Compliance Section showed no delinquent 
compliance items for the Company. (ACC Compliance Section Email dated May 17,2013). 

H. DEPRECIATION RATES 

In the prior rate case, the Company adopted Staffs typical and customary water 
depreciation rates. These rates are presented in Table B and it is recommended that the Company 
continue to use these depreciation rates by individual National Association of Regulatory Utility 
Commissioners category. 
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311 
320 

Table B. Depreciation Rates 

~~~ 

Pumping Equipment . 8 12.5 
Water Treatment Eauiument 

1 320.1 I Water Treatment Plants I 30 I 3.33 1 
1 320.2 I Solution Chemical Feeders I 5 I 20.0 I 

330 I Distribution Reservoirs & Standpipes I I I 
11 330.1 I StorageTanks I 45 I 2.22 I/ 
1 330.2 I PressureTanks I 20 I 5.00 11 

I/ 340.1 I Computers & Software I 3 I 33.33 u 
11 341 I Transportation Equipment I 5 I 20.00 7 
11 342 1 Stores Equipment I 25 I 4.00 7 
1 343 I Tools, Shop & Garage Equipment I 20 I 5.00 1 

NOTES: 
1. These depreciation rates represent average expected rates. Water companies may experience 

different rates due to variations in construction, environment, or the physical and chemical 
characteristics of the water. 

2. Acct. 348, Other Tangible Plant may vary from 5% to 50%. The depreciation rate would be set in 
accordance with the specific capital items in this account. 
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I. POST-TEST YEAR PLANT 

The Company submitted one post-test year plant addition for inclusion in rate base, the 
West Valley Region Supervisory Control and Data Acquisition (“SCADA”) system for Willow 
Valley Water Company. 

Staff inspected the plant facilities on April 16, 2013. This post-test year plant addition 
was not in-service during Staffs inspection. According to the Company its SCATA project has 
been delayed and will not be completed until late 20 13. 

J. OTHER ISSUES 

1. Curtailment, BacMow Prevention and Best Management Practice (“BMP”) Tariffs 

Willow Valley has approved Curtailment and Backflow Prevention tariffs on file with the 
ACC. 

The Company also has three approved BMP tariffs on file with the Commission. 

2. Service Line and Meter Installation Charges 

The Company has not requested any changes in its service line and meter installation 
charges that were approved in its last rate application. Therefore, Staff recommends continued 
use of the Company’s current meter and service line installation charges. 
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Figure 1. County Map 
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Figure 2. Certificated Areas 
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XECUTIVE SUMMARY 

dr. Bradford’s Rebuttal Testimony supports the Acquisition Adjustment mechanism proposed 

ly the Company in this proceeding and responds to issues related to acquisition premium that 

qere raised in the Direct Testimony filed on behalf of the Utilities Division Staff and the 

kesidential Utility Consumer Office. 
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INTRODUCTION AND OUALIFICATIONS 

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE 

NUMBER, 

My name is Shawn Bradford. My business address is 2355 W. Pinnacle Peak Road, Suite 

300, Phoenix, Arizona 85027, and my business phone is (623) 8 15-3 136. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am employed by EPCOR Water (USA) Inc. (“EWUS”), the owner of EPCOR Water 

Arizona, Inc. (“EWAZ” or “Company”), as the Vice President of Corporate Services. 

PLEASE DESCRIBE YOUR RESPONSIBILITIES WITH EWUS. 

My primary responsibilities for EWUS include the management of the Customer Care & 

Billing, Public & Governmental Affairs, Information Technology and the Rates & 

Regulatory Departments. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND 

EDUCATION. 

I have been employed by EWUS since February 1,2012. Prior to EWUS’s acquisition of 

the American Water operations in Arizona and New Mexico, I worked for Arizona- 

American Water beginning in the fall of 201 1. 

I have over 26 years of experience in the water and wastewater industry, with experience 

at all levels, including management, operations, and maintenance. Prior to my current 

position with EWUS as the Vice President of Corporate Services, I served as the Director 

of Operations for the Central Division of EWAZ and was responsible for over 8 1,000 

water and 45,000 sewer connections in the Sun City, Sun City West, and Agua Fria 

Districts. 

i796954-1 
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I possess a Master of Business Administration Degree with a focus on Strategic 

Leadership from Amberton University as well as a Bachelor of Science Degree in 

Management from Becker College and an Associate’s Degree in Environmental 

Engineering fkom Northeastern University. 

11. PURPOSE OF TESTIMONY 

6 

7 

8 

Q. 

A. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE? 

The purpose of my testimony is to respond to recommendations of the Arizona 

Corporation Commission Staff (“Staff’) to deny recovery of an acquisition premium. 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

111. STAFF’S RECOMMENDATION TO DENY RECOVERY OF ACOUISITION 

PREMIUM 

HAVE YOU REVIEWED THE BASIS OF THE STAFF’S AND RUCO’S 

RECOMMENDATIONS TO DENY RECOVERY OF AN ACQUISITION 

PREMIUM IN THIS CASE? 

Q. 

A. Yes. 

Q. 

A. 

HOW DOES THE COMPANY RESPOND TO THEIR RECOMMENDATIONS? 

The Company disagrees with the Staffs recommendation to deny recognition of any 

acquisition adjustment or other premium to be applied to expenditures required in the 

ordinary course of business. The Company has identified additional capital investments 

19 

20 

21 

22 

23 

that will improve and enhance the operation of the Willow Valley system in the near term 

as well as address water loss concerns. By providing recovery of the purchase price, 

which includes a premium, the Commission will support the concept of small system 

consolidation and enable the new owner to effectively manage risk by making these 

investments to improve the operations of the Willow Valley system. 

11 6796954-1 
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EWAZ’S ADDITIONAL CAPITAL INVESTMENT PLAN 

PLEASE DESCRIBE THE CAPITAL INVESTMENT PLAN CONTEMPLATED 

BY THE COMPANY TO ADDRESS EXCESSIVE WATER LOSS IN THE 

WILLOW VALLEY SYSTEM. 

EWAZ has identified system-wide needs during our initial due diligence review of the 

Willow Valley system, Based on our review to date, we currently estimate a needed 

investment of approximately $1 .O million over the first five years to address existing 

water losses and to improve the overall operability of the system. Projects identified to 

date include: 

1) Replacement of distribution valves that are currently inoperable, 

2) Maintenance and repairs to the three existing storage tanks, 

3) Redesign of the backwash effluent discharge retention system to prevent leaching 

into the aquifer, 

4) Replacement of leaking service lines, 

5) Repair or replacement of failed flow, backwash, and customer meters as well as 

other infrastructure projects that may be identified after the transfer of ownership 

is completed; and 

6) System interconnect between the King Street and Lake Cimarron areas of the 

existing Willow Valley system to provide operational flexibility and redundancy. 

WHY SHOULD THE COMPANY’S PROPOSED ACQUISITION ADJUSTMENT 

BE ADOPTED? 

EWAZ will need to make significant capital investments to increase the reliability and 

quality of the Willow Valley system. The acquisition adjustment described in the 

5796954-1 
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testimony of the Company’s other witness, Ms. Sarah Mahler, would provide EWAZ the 

opportunity to recover the purchase price premium but only if the Company makes the 

necessary investments to improve the Willow Valley system. 

WHAT ASSURANCES IS THE COMPANY WILLING TO MAKE IF THE 

COMMISSION SUPPORTS THE ACQUISITON ADJUSTMENT CURRENTLY 

PROPOSED? 

If the sale is approved with the requested acquisition adjustment, the Company will 

develop and file a Plan of Administration (“POX’) within 90 days of the decision. The 

POA will include a detailed plan to address non-revenue water, which based on our 

understanding is currently at 26%, as well as additional capital improvements not 

identified during the Company’s initial due diligence review. 

EWUS has a demonstrated approach to identify and reduce water loss in its existing 

systems, and this same approach will be applied in the Willow Valley system. The plan 

that is developed will be used to reduce non-revenue water by 25% within the first 5 

years of ownership by EWUS and includes the following areas: 

1) Production Meters - the location of all production meters will be verified and 

tested to confirm accurate operation. 

2) Customer Meter Replacement Program - a program will be developed to begin 

the immediate replacement of all customer meters that are more than 12 years old. 

3) Zero and Low Usage Meter Report - reports will be developed to identify meters 

that are currently in service but are registering low or zero usage. 

4) Large meter testing - all meters larger than 2 inches will be tested annually. 

5796954-1 
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5) Acoustic Leak Detection - existing acoustic leak detection equipment will ,e 

used to identify system leaks that are not surfacing. Under this program, detected 

leaks are immediately repaired. 

6) Targeted theft prevention - implement a program that is focused on water theft 

from fire hydrants. 

7) Customer Awareness and Reporting Education - routinely distribute educational 

material that allows customers to report any potential or suspected water leaks 

throughout the distribution system. 

WHAT HAPPENS IF THE COMPANY FALLS SHORT OF ITS GOAL TO 

REDUCE WATER LOSS BY 25% IN THE FIRST FIVE YEARS? 

Under the Company’s proposal, during a subsequent rate case a surcharge would be 

authorized to collect the requested premium. Any surcharge in effect at the end of the 

five year period would cease if water loss has not been reduced by 25% and would not 

resume until the Company has demonstrated that the system’s water loss is declining. 

HOW WOULD THESE IMPROVEMENTS SPECIFICALLY PROVIDE A 

BENEFIT TO THE EXISTING CUSTOMERS IN WILLOW VALLEY? 

As EWAZ’s planned capital improvements are completed, customers in Willow Valley 

will be provided with much more reliable water service. Examples of the improvements 

include: 

1) Replacement of distribution valves will minimize system outages and provide greater 

flexibility when proactive improvements are needed; 

2) As leaks in services lines or water mains are repaired or replaced system wide, water 

loss will be reduced which lowers operating costs; 
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3) The storage tanks will be configured to meet peak system demand which will 

maintain adequate water pressure at all times; and 

4) The planned interconnect between the King Street and Lake Cimarron areas will 

provide added operational flexibility and increased reliability of supply that does not 

exist today. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 

Yes. 
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INAL 

Willow Valley Water Co., Inc. (“Willow Valley”) and EPCOR Water Arizona Inc. 

(“EWAZ”) (collectively, the “Applicants”) request that the Arizona Corporation 

Commission (“Commission”) approve, pursuant to A.R.S. $0 40-28 1,40-282,40-285 and 

A.A.C. R14-2-402, the sale of Willow Valley’s utility system and transfer of its Certificate 

of Convenience and Necessity (“CC&N”) to EWAZ. 

r. Introduction 

Approval of this Application is in the public interest - it will benefit Willow 

Valley’s customers in several ways and will have no adverse effects. Willow Va!ley is a 

Class C water utility located near EWAZ’s Mohave Water District. Willow Valley’s 

ultimate parent company, Global Water Resources, inc. (“Global”), now seeks to focus on 

its core service areas in Maricopa and Pinal Counties and on its core business strategy of 

providing regionally integrated water and wastewater service. As a result, Global has 

decided to divest Willow Valley’s two potable water systems located in Mohave County, 



well outside its core service area. Approving the transfer to EWAZ will allow Willow 

Valley’s customers to continue being served by a well-managed water utility with good 

water quality, service reliability, and customer service. Due to its location, existing 

operations and facilities in the area, EWAZ is in the best position to serve Willow Valley’s 

customers efficiently and reliably. Following the close of the acquisition, Willow Valley’s 

former customers will continue to receive water utility service in accordance with the 

current phased-in tariffed rates approved by the Commission in Decision No. 74364 dated 

February 26, 2014. As discussed below, EWAZ is also requesting that the Commission 

approve a mechanism to allow EWAZ to recover the going concern value paid to Global as 

part of this transaction. EWAZ will serve the former Willow Valley customers as part of a 

separate Willow Valley water district similar to EWAZ’s other water districts. 

11. Background 

Willow Valley is an Arizona public service corporation, authorized to provide water 

utility service in a portion of Mohave County, Arizona under a CC&N granted in 

Commission Decisions Nos. 32436,34869,55434 and 68610. A map of its certificated 

service area is attached as Exhibit A. Willow Valley currently serves approximately 1,620 

connections in its existing service area of approximately 3.5 square miles. Willow 

Valley’s current water systems consist of 10 wells, with a total capacity of 1,765 gallons 

per minute; 4 storage tanks, with a combined capacity of 502,000 gallons; 12 booster pump 

stations; and associated distribution systems. Willow Valley’s contact information is as 

follows: 

Address: 2 14 10 North 19‘h Avenue, Suite 220 
Phoenix, Arizona 85027 

Telephone number: 623-344-2806 
Management Contact: Joanne Ellsworth 

Willow Valley’s Annual Report to the Commission for 2014 is attached as Exhibit B. A 

copy of Willow Valley’s Certificate of Good Standing is attached as Exhibit C. There are 
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no customer complaints against Willow Valley pending with the Commission and no water 

quality issues with the Arizona Department of Environmental Quality. 

EWAZ is an Arizona public service corporation, authorized to provide water service 

in nine districts in Arizona. Among the water districts operated by EWAZ are the Mohave 

and North Mohave Water Districts, located approximately ten miles north of Willow 

Valley’s certificated service area. Maps showing EWAZ’s Mohave County water districts 

in relation to Willow Valley’s service area are attached as Exhibit D. EWAZ currently 

serves approximately 128,000 water customers throughout Arizona, including 

approximately 16,000 in its Mohave Water District and 2,000 in its North Mohave Water 

District. For this Application, EWAZ’s contact information is as follows: 

Address: 2355 W. Pinnacle Peak Road; Suite 300 
Phoenix, AZ 85027 

Telephone number: (623) 445-2427 
Management Contact: Shawn Bradford 

Portions of EWAZ’s Annual Report to the Commission for 2014, including the Balance 

Sheet and Comparative Statement of Income and Expense, are attached as Exhibit E. A 

copy of EWAZ’s Certificate of Good Standing is attached as Exhibit F. 

Willow Valley has agreed to sell, and EWAZ has agreed to buy, all of Willow 

Valley’s assets necessary for the operation of Willow Valley’s utility systems (the 

“Transaction”). Willow Valley’s most significant assets are its water systems, associated 

real property, and the permits, certificates, and other approvals which grant Willow Valley 

the authority to operate its system, including its CC&N. All customer meter deposits, 

developer deposits, and prepayments under any line extension agreements held by Willow 

Valley will be transferred to EWAZ as part of the Transaction. EWAZ will assume the 

rehnding obligations, if any, for these deposits and prepayments. Willow Valley will 

retain all customer security deposits, apply any deposits to its last bill to customers and 

rehnd any difference. 
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The Applicants executed their agreement on March 23,2015, and plan to close the 

Transaction within 30 days after the Commission’s final, non-appealable approval of this 

Application. EWAZ will pay the fill purchase price in cash. The purchase price includes 

a component of compensation for the going concern value of the Willow Valley systems. 

EWAZ requests, as part of this Application, that the Commission authorize a mechanism 

to allow EWAZ to recover that compensation in a timely manner. EWAZ has not finalized 

the details of the requested mechanism, but will supplement this Application to provide 

specifics as details are finalized. EWAZ further requests that the Commission find its 

request is in the public interest as it supports Arizona water industry consolidation, 

regional planning and economies of scale, operational efficiencies and needed 

infrastructure investment by allowing EWAZ to acquire a small system located near 

EWAZ’s existing systems, but far from any other system operated by Willow Valley’s 

current owner. 

The proposed Transaction is not expected to affect any other utility. 

111. Benefits of the Transaction. 

Approval of this Application will benefit the customers of Willow Valley. The 

proximity of EWAZ’s other water systems presents the opportunity for present and future 

customers within that service area to benefit from EWAZ’s existing operations in Mohave 

County. Willow Valley’s corporate ownership has decided to refocus on its core service 

areas and its regionally oriented plan to provide integrated water and wastewater service to 

that core area. As a result, it has decided to divest itself of its Willow Valley operations, 

which are located several hundred miles from its remaining service areas. As the largest 

provider of utility service in the Mohave County area, EWAZ will be able to provide a 

level of service and support to customers that meets or exceeds the service currently 

provided by Willow Valley. 
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Willow Valley’s customers will benefit fiom the in-house water utility expertise 

and resources afforded by EWAZ ownership. EWAZ’s size naturally affords it access to 

broad in-house utility expertise and resources. The proximity of EWAZ’s other systems 

will provide additional operational resources and personnel. In addition, EWAZ intends to 

implement or continue various industry best operating practices in the Willow Valley 

systems. EWAZ uses various sophisticated maintenance and management systems such as 

maintenance management, environmental and water quality compliance management, 

hydraulic modeling, and GIS systems. All these support resources will be deployed in 

support of the Willow Valley systems to provide reliable and high quality service to 

customers. Those customers will also be integrated into EWAZ’ s existing customer 

service, billing, and other systems. 

Willow Valley’s customers will also benefit from EWAZ’s financial strength. 

EWAZ has the financial resources to finance needed infrastructure improvements and 

future capital and expense requirements, including those that may be required by 

governmental entities to comply with environmental laws and regulations. EWAZ’s 

financial strength will help keep its cost of long-term debt relatively low. 

Under Commission Decision No. 74364, Willow Valley’s rates are subject to a 

phase-in, which will continue following approval of the Transaction. EWAZ is not 

seeking, as part of this Application, to change any of the rates previously approved by the 

Commission. EWAZ does, however, request that the Commission approve a mechanism 

that will allow EWAZ to timely recover the going concern value being paid to Willow 

Valley’s corporate parent. As noted above, EWAZ will supplement this Application to 

provide the specifics of its proposed mechanism as that mechanism is finalized. 

176. Prayer for Relief 

Applicants respectfully request that the Commission approve the sale of Willow 

Valley’s assets to EWAZ and the transfer of Willow Valley’s CC&N to EWAZ pursuant tc 
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4.R.S. §§ 40-281,40-282,40-285 and A.A.C. R14-2-402. 

EWAZ further respectfully requests that the Commission allow it to recover the 

;oing concern value paid for Willow Valley and approve the necessary mechanism to 

dlow timely recovery of those amounts. 

MSPECTFULLY SUBMITTED this 22nd day of April, 2015. 

LEWIS ROCA ROTHGERBER, LLP 

SNELL & WILMER L.L.P. 

One Arfiona Center 
400 East Van Buren 
Phoenix. AZ 85004 
(602) 3 82-6347 
Attorneys for Willow Valley Water Co., 
Inc. 

ORTGW&rnD thia 
ofthe fore oin hand-del 
this 22nd 8 9  y o April, 20 15, to: 
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Copy of the foregoing hand-delivered 
this 22nd day of April, 201 5,  to: 

Steve Oleo 
Utilities Division 
Arizona Corporation Commission 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Lyn Farmer 
Chief Administrative Law Judge, Hearing Division 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Janice Alward, Chief Counsel, 
Legal De artment 

1200 W. Washington Street 
Phoenix, Arizona 85007 

Arizona 8 orporation Commission 

5626 591-6 7 
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List of Exhibits 

Exhibit A - Map of Willow Valley’s CC&N 

Exhibit B -Willow Valley’s 2014 Annual Report 

Exhibit C - Certificate of Good Standing for Willow Valley 

Exhibit D - Maps of EWAZ’s Mohave Valley Districts and Willow Valley CC&N 

Exhibit E - Portions of EWAZ’s 2014 Annual Report 

Exhibit F - Certificate of Good Standing for EWAZ 
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ARIZONA CORPORATION COMMISSION 
UTILITIES DIVISION 

ANNUAL REPORT MAILING LABEL - MAKE CHANGES AS NECESSARY 

W-01732A 
Willow Valley Water Company, Inc. 
c / o  Global Water Resources, Inc. 

21410 N. 19* Ave., Ste. 220 
Phoenix, AZ 85027 

3 Please click here if pre-printed Company name on this form is not your current 
Company name or dba name is not included. 

Please list current Company name including dba here: 

ANNUAL REPORT 
Water 

FOR YEAR ENDING 

FOR COMMISSION USE 
ANN 04 14 

1 



COMPANY INFORMATION 

Company Name (Business Name) Willow Valley Water Co.. Inc. 

M a h g  Address 21410 N 19* Avenue. Suite 220 

Phoenix AZ 85027 
(Street) 

(City) (State) (Lip) 

623-580-9600 844-233-3517 
‘I’clephone No. (Include hrca Code) Fax No. (Include Area Code) Cell No. (Include Area Code) 

Email Address jon.corwin@,.gwresources.com 

Local Office Mailing Address Same as above 
(Street) 

(City) (State) (Lip) 

623-518-4000 866-940-1 102 
Local Customer Service Phone No. (Include Area Code) (1-800 or other long distance Customer Service Phone No.) 

E m d  Address Website address \vww.gwresources.com 

MANAGEMENT INFORMATION 

URegulatory Contact: Joanne Ellsworth 

0 Management Contact: Jon Corwin General Manaeer 
Pame) (I‘itlc) 

21410 N. 19” i\venue. Suite 220 Phocnix nz 85027 
(Street) (City) (State) (Zip) 

623-580-9600 844-232-3517 
1 elephonc No. (locludc Area Lo&) Pax No. (Include Arca Lode) Lell No. (Include Area Lode 

Email Address jonconvin@,mresouces.com 

On Site Manager: Jon Corwin. General Manaser 
(Name) 

we 47. 85077 
(Street) (City) (State) CLip) 

520-233-2906 520-568-6367 
TclLFhone No. (Include ,\rea Code) Fax No. (Include Area Code) Cell No. (Include Area (:<de) 

Email Address ion.corwin@,muresources.com 

2 

mailto:jon.corwin@,.gwresources.com
http://vww.gwresources.com
mailto:jonconvin@,mresouces.com
mailto:ion.corwin@,muresources.com


1 

Statutory Agent: Mike Liebman 
(Name) 

21410 N. 19'h ‘\venue. Suite 220 phot*& RZ 55027 
(Street) (City) (State) (Zip) 

623-580-9600 844-232-3517 
'l'elqhonc No. (Include ,\rea Code) Fax No. (Include Area Code Cell No. (Include '\rea Code) 

Attorney: Tim Sabo. h e l l &  W h e r  
(Name) 

(Street) (Clty) (State) WP) 
400 E. Van  Hurcn, Ste. 1900 Phoenix l\Z 85004 

602-382-6359 602-382-6070 
'I'elc!honc No (Include ,\rea Code) Fax No (Include Area Codc) Cell No. (Include Area Code) 

Email Address tsabo@,swlaw.com 

OWNERSHIP INFORMATION 

Check the following box that applies to your company: 

Sole Proprietor ( S )  

0 Partnership (P) 

Bankruptcy (B) 

0 Receivership (R) 

Other (Describe) 

c Corporation (C) (Other than Association/Co-op) 

0 Subchapter S Corporation (2) 

[7 Association/Co-op (A) 

[7 Limited Liability Company 

COUNTIES SERVED 

Check the box below for the county/ies in which you are certificated to provide service: 

0 APACHE 0 COCI-IISE 0 COCONINO 

o GILA [3 G- 0 GREENLEE 

0 LAPA2 0 MARICOPA MOHAVE 

0 NAVAJO [7 PIMA [7 PINAL 

0 SANTACRUZ YAVAPAI 0 y u M A  

0 STATEWIDE 

3 

mailto:tsabo@,swlaw.com


. 
(.COMPANY NAME WILLOW VALLEY WATER CO., INC. 

UTILITY PLANT IN SERVICE 

Accumulated 

This amount goes on the Balance Sheet Acct. No. 108 f 

4 



' 1 COMPANY NAME WILLOW VALLEY WATER CO., INC. 

WATER UTILITY CALCULATION OF DEPRECIATION EXPENSE FOR CURRENT YEAR 

Acct. 
No. 

301 
_- ~ 

302 

303 

304 

307 

309 

310 

31 1 

320 

330 

331 

333 

334 

335 
.~ 

336 

339 

340 

341 

343 

344 

345 

Original Depreciation Depreciation 
DESCRIPTION Cost Percentage Expen= 

(1) (2) (1 2) 

Franchises I 
I 

Land and Land Rights 18,293 0% ~ 

I 
3.33% 15,149 

54,506 

109 

535 

12.5% 32,372 

3% 64,415 

5,412 

2% 13,094 

3,119 

32,238 

Structures and Improvements 470,183 

lVells and Springs 1,652,271 3.33% 

Raw Water Supply Mains 5,441 2Yo 

Power Generation Equipment 10,75 1 5% 

Pumping Equipment 574,268 

Water Treatment Equipment 581,773 

Distnbution Reservoirs and Standpipes 265,900 2.22 or 5% 

Transmission and Distribution Mains 719,813 

Services 96,68 1 3.33% 

Meters and Meter Installations 5 3 3,997 8.33% 

93 2 Hydrants 51,038 2% 

68 

618 

1,076 

68 

5% 1,848 

91 8 

5% 2,197 

804 

BaclQow Prevention Devices 1,024 6.67% 

Other Plant and Misc. Equipment 9,272 6.67% 

Office Furniture and Ekpipment 15,624 6.67 or 33.33% 

Transportation Equipment 41,504 2W/O 

Tools, Shop and Garage Equipment 37,834 

Laboratory Equipment 9,508 10% 

Power Operated Equipment 4 I ,249 

Communication Equipment 8,211 10% 

Miscellaneous Equipment 10,443 10% 

346 

347 

5 



1,045 

1,342 348 Other Tangible Plant 13,910 10% 

23 1,863 
SUBTOTAL 

5,168,988 

LESS CIAC Amortization ($341 50) 

TOTALS * 
pP 

5,168,988 197,713 
*This amount goes on the Comparative Statement of Income and Expense Acct. No. 403 
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I COMPANY NAME WILLOW VALLEY WATER CO., INC. I 
WATER UTILITY BALANCE SHEET 

1 Acct I BALANCE AT I BALANCEAT I 
I No- I 1 BEGINNINGOF I ENDOF I 
I I  ASSETS I YEAR YEAR 

105 Construction Work in Progress 5,873 19,767 
108 Accumulated Depreciation - Utility Plant -2,135,3 06 -2,384,123 
12 1 Non-Utility Property 0 0 
122 Accumulated Depreciation - Non Utility 0 0 

TOTAL FIXED ASSETS $3,02 1,9 13 $2,804,632 

Other Assets 
1 14 Utility Plant Acquisition Adjustments 398,499 398,499 

190 Accumulated Deferred Income Taxes 0 583,162 
TOTAL OTHER ASSETS $398,499 $981,660 

18 1 Unamortized Debt Discount & Expense 0 0 

I TOTAL ASSETS $3,508,036 I $3,858,975 I 
NOTE: The Assets on this page should be equal to Total Liabilities and Capital on the following page. 
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.I COMPANY NAME WILLOW VALLEY WATER CO., INC. 1 

1, Acct. 

235 
236 

I 

E 
I 

F 

WATER UTILITY BALANCE SHEET (CONTINUED) 

BALANCE AT BALANCE AT 
BEGINNING END OF 

LIABILITIES OF YEAR YEAR 

CURRENT LIABILITIES 
Accounts Payable $26,622 $17,42 1 

Notes/Accounts Payable to Associated Companies 0 32,579 
Customer Deposits 4 1,297 3 1,898 
Accrued Taxes 15,372 16,785 
Accrued Interest 4,682 4,658 
Miscellaneous Current and Accrued Liabilities 29,852 5 1,509 
TOTAL CURRENT LIABILITIES $1 17,824 $1 54,850 

Notes Payable (Current Portion) 0 0 

LONG-TERM DEBT (Over 12 Months) 
Long-Term Notes and Bonds 0 0 

DEFERRED CREDITS 
Unamortized Premium on Debt 0 0 
Advances in Aid of Construction 97,478 69,347 
Accumulated Deferred Investment Tax Credits 0 0 
Contributions in Aid of Construction 51 1,808 537,430 
Less: Amortization of Contributions -44,282 -78,432 
Accumulated Deferred Income Tax 0 0 

565,003 528,346 TOTAL DEFERRED CREDITS 

TOTAL LIABILITIES $682,828 $683,196 

CAPITAL ACCOUNTS 
Common Stock Issued 0 0 
Paid in Capital in Excess of Par Value 3,93 1,959 4,037,387 
Retained Earnings - 1 , 106,75 1 -861,608 
Proprietary Capital (Sole Props and Partnerships) 0 0 
TOTAL CAPITAL $2,825,208 $3,175,779 

TOTAL LIABILITIES AND CAPITAL $3,508,036 I $3,858,9q 
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[.COMPANY NAME WILLOW VALLEY WATER CO., INC. 

WATER UTILITY COMPARATIVE STATEMENT OF INCOME AND EXPENSE 

PRIOR YEAR CURRENT YEAR Acct. OPERATING REVENUES 
No. 
461 Metered Water Revenue $625,208 630,414 
460 Unmetered Water Revenue $0 0 
474 Other Water Revenues $1 1,377 10,077 

TOTAL REVENUES $636,585 640,491 

OPERATING EXPENSES 
601 Salaries and Wages $323,459 293,585 
604 Employee Pension and Benefits $2,976 6,809 - 
61 5 Purchased Power $33.972 34.793 

I 616 I Fuel for Power Production I $0 I 01 
1 618 I Chemicals I $47.678 41.290 1 

1 642 I Rental Of EauiDment I $0 I 0 1  

OTHER INCOME/(EXPENSE) 

427 Interest Expense ($3,637) (2,559) 
I TOTAL OTHER INCOME/(EXPENSE) ($3,637) I (2,559) I 
I NET INCOME/(LOSS) ($370,268) I $245,143 1 
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I. COMPANY NAME WILLOW VALLEY WATER CO., INC. 

SUPPLEMENTAL FINANCIAL DATA 

1 Date Issued 

Source of Loan 

ACC Decision No. 

I Reason for Loan 

Dollar Amount Issued 

Amount Outstandmg 

Date of Maturitv 

Interest Rate 

Current Year Interest 

Current Year Princit.de 

Long-Term Debt 

LOAN #1 LOAN #2 LOAN #3 LOAN #4 

0% % V O  O/O 

3 I $  I $  I $  

Meter Deposit Balance at Test Year End 

Meter Deposits Refunded During the Test Year 

$31.898 

$24,670 

10 
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.COMPANY NAME WILLOW VALLEY WATER CO., INC. 
Name of System: Lake Cimarron ADEQ Public Water System Number: AZ-04-08-129 

ADWR ID 
Number* 

55-6041 60 

WATER UTILITY PLANT DESCRIPTION 

WELLS 

Pump Pump Yield Casing Casing Meter Size Year 
Horsepower ( g P 4  Depth Diameter (inches) Drilled 

(Feet) (Inches) 
7.5 190 60 12 4" 1960 

1 I I I I 

10 225 100 6 1967 
* Arizona Department of Water Resources Identification Number 

OTHER WATER SOURCES 

Capacity Gallons Purchased or Obtained Name or Description (gpm) (in thousands) 

BOOSTER PUMPS FIRE HYDRANTS 
Horsepower Quantity Quantity Standard I Quantity Other 

STORAGE TANKS PRESSURE TANKS 
Capacity Quantity Capacity Quantity 

I I I 

196,000 GAL 1 5,800 GAL 1 1 

Note: Ifyou are fifing for more than one system, please provide separate sheets for each 
system. 
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.COMPANY NAME WILLOW VALLEY WATER CO., INC. 
Name of System: Lake Cimarron ADEQ Public Water System Number: AZ-04-08-129 

WATER UTILITY PLANT DESCRIPTION (CONTINUED) 

MAINS CUSTOMER METERS 
Size (in inches) Material Length (in feet) 

6 PVC 186 
8 PVC 7,347 
10 PVC 5,509 

UNK 
UNK 4,431 

10 UNK 548 

Size (in inches) I Quantity 
5 / 8  x 3/4 130 

2 1 
I 

For the following three items, list the utility owned assets in each category for each system. 

TREATMENT EQUIPMENT: 
Chlorine Dioxide Injection Svstem 
Sodium Permanmate Iniection Svstem 
Chlorine Gas Injection Svstem 
Fe & Mn Removal Svstem 

STRUCTURES: 
Treatment Chemicals Storape Shed 
Block fences around well sites and distribution center 

OTHER 

Note: Ifyou are fifing for more than one system, please provide separate sheets for each 
system. 
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COMPANY NAME: WILLOW VALLEY WATER CO., INC. 
Name of System: Lake Cimarron ADEQ Public Water System Number: AZ-04-08-129 

WATER USE DATA SHEET BY MONTH FOR CALENDAR YEAR 2014 

MONTH NUMBER OF GALLONS GALLONS GALLONS 

(Thousands) (Thousands) (Thousands) 
CUSTOMERS SOLD PUMPED PURCHASED 

JANUARY 130 504 756 
FEBRUARY 130 553 624 
MARCH 130 530 762 
APRIL 130 2,134 785 
MAY 129 629 783 
TUNE 139 747 tlnz 
JULY I 129 I 753 I 778 I I 
AUGUST 129 690 700 
SEPTEMBER 129 809 554 
OCTOBER 130 690 49 8 
NOVEMBER 1 zn 648 58 Z 

DECEMBER I 129 I 581 I 655 I I 
I 9,268 I 8,281 TOTALS- I I 

What is the level of arsenic for each well on your system? 0.005 mg/l 

If system has fire hydrants, what is the fire flow requirement? GPM for hrs 

If system has chlorination treatment, does this treatment system chlorinate continuously? 
(x> yes ( > N o  

Is the Water Uallty located in an ADWR Active Management Area (AMA)? 
( )Yes (x> No 

Does the Company have an ADWR Gallons Per Capita Per Day (GPCPD) requirement? 
( )Yes (x) No 

If yes, provide the GPCPD amount: 

Note: Ifyou are fifing for more than one system, please provide separate data sheets for 
each system. 
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COMPANY NAME WILLOW VALLEY WATER CO., INC. 
Name of System: King Sweet ADEQ Public Water System Number: AZ-04-08-040 

WATER UTILITY PLANT DESCRIPTION 

WELLS 

ADWR ID Number* r 
55-208170 Unit 17 - Primary 

55-603947 King Street 

55-603051 Cnit 1 

55-603952 Riding Club Well 

P W P  Pump Yield Casing Casing Meter Size Year 
Horsepower (gPm) Depth Diameter (inches) Drilled 

(Feet) (Inches) 
30 500 120 9 6" 1970 

100 8 1964 

15 300 120 8 4" 1959 

100 8 1966 

15 300 100 8 4" 1969 

100 8 1965 

15 250 100 24 4" 1960 

120 20 1960 
I I I I I * Arizona Department of Water Resources Identification Number 

OTHER WATER SOURCES 

Capacity Gallons Purchased or Obtained Name or Description 
- (gpm) (in thousands) 

BOOSTER PUMPS FIRE HYDRANTS 
Horsepower Quantity Quantity Standard Quantity Other 

15 6 45 

30 1 

40 1 

STORAGE TANKS PRESSURE TANKS 
Capacity Quantity Capacity Quantity 

163,000 GAL. 1 14,000 GAL 1 

47,000 GAL. 1 2,200 GAL 1 

96,000 GAL 1 5,200 GAL 1 

Note: Ifyou are filing for more than one system, please provide separate sheets for each 
system. 
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1,COMPANY NAME WILLOW VALLEY WATER CO., INC. 
me of System: ~ i n g  Street ADEQ Public Water System Number: AZ-04-08-040 I 

WATER UTILITY PLANT DESCRIPTION (CONTINUED) 

MAINS 
Size (in inches) Material I Length (in feet) 

4 ABS I 1.225 

6 AC 2.1 64 
1 

2 ASWP 261 
4 ASWP 7.412 

6 DIP 154 

2 PVC 3,802 
3 PVC 3,694 
4 PVC 52,790 
6 PVC 26,277 
8 PVC 4,301 

4 STEEL 34 
8 STEEL 43 

UNK UNK 242 
4 UNK 2,479 
6 UNK 446 
a UNK 20 

CUSTOMER METERS 
Size (in inches) I Quantity 

5 / 8  x 3/4 I 1.459 
3/4 10 
1 15 
2 3 

I 4 I 2 I 
I 6 I 3 I 

For the following three items, list the utility owned assets in each category for each system. 

TREATMENT EQUIPMENT: 
Chlorine Dioxide Injection System at Unit 17 
Sodium Permanmnate Injection Svstem at Unit 17 
Chlorine Gas Injection Svstem at Unit 17 
Fe & Mn Removal Svstem at Unit 17 

STRUCTURES: 
Office Building. 
Fences around well sites 
Sheds at Unit 17 and Ktng St 

OTHER 
1 x Mini-Excavator 

3 x Pick-Uo Trucks 

Note: Ifyou are fi'ng for mote than one system, please provide separate sheets for each system. 
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. COMPANY NAME: WILLOW VALLEY WATER CO., INC. 

Name of System: King Street ADEQ Public Water System Number: AZ-04-08-040 

WATER USE DATA SHEET BY MONTH FOR CALENDAR YEAR 2014 

MONTH NUMBER OF GALLONS GALLONS GALLONS 

(Thousands) (Thousands) (Thousands) 
CUSTOMERS SOLD PUMPED PURCHASED 

JANUARY 1366 3,591 4.763 
I FEBRUARY I 1370 I 3,401 I 4363 I 
MARCH 1371 3,371 5,426 
APRIL 1380 3,798 5,835 
MAY 1375 4,297 6,657 
JUNE 1380 5,224 7,316 
JULY 1379 5,390 8.576 
AUGUST 1379 6,006 7,738 
SEPTEMBER 1372 5,604 6,214 
OCTOBER 1371 4,563 5,909 
NOVEMBER 1373 4,238 6,562 
DECEMBER 1376 3,854 7.043 

53,335 76,402 TOTALS -+ 

What is the level of arsenic for each well on your system? mg/l 
ADWR #55-603949 (Unit 17) - 0.0018 

If system has fire hydrants, what is the fire flow requirement? GPM for hrs 

If system has chlorination treatment, does this treatment system chlorinate continuously? 
(x> Yes ( ) N o  

Is the Water Utihty located in an ADWR Active Management Area (AMA)? 
( )Yes 0 No 

Does the Company have an ADWR Gallons Per Capita Per Day (GPCPD) requirement? 
( )Yes O N 0  

If yes, provide the GPCPD amount: 

Note: Ifyou are mng for mom than one system, please provide separate data sheets for each system. 
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I COMPANY NAME: WILLOW VALLEY WATER CO., INC. 1 
1 Name of System: Consolidated ADEQ Public Water System Number: N/A 1 

FEBRUARY 
MARCH 
APRIL 
MAY 
JUNE 
JULY 
AUGUST 
SEPTEMBER 

TOTALS + 

OTHER (description): 

UTILITY SHUTOFFS / DISCONNECTS 

Termination without Notice Termination with Notice OTHER 
R14-2-410.B R14-2-410.C 

~ ~~~ 

0 9 
0 20 
0 10 
0 18 
0 10 
0 8 
0 7 
0 2 
0 13 

- 
I 

0 11 
0 9 
0 8 

I 1 

0 125 
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WILLOW VALLEY WATER CO., INC. 
YEAR ENDING 12/31/2014 

PROPERTY TAXES 

Amount of actual property taxes paid during Calendar Year 2014 was: $32.103.37 

Attach to ths annual report proof (e.g. property tax bds stamped “paid in W’ or copies of cancelled checks for 
property tax payments) of any and all property taxes paid during the calendar year. 

If no property taxes paid, explain why. 

18 
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YOUTH M Y  WAR 

VERIFICATION 
AND 

SWORN STATEMENT 
Taxes 

VERIFICATION 

STATE OF ARIZONA 

I, THE UNDERSIGNED 

OF THE 

HAS BEEN PRE 
PAPERS AND RECORDS 

FORTH, TO THE 
BELIEF. 

SWORN STATEMENT 

EST TH FOR SAID COMPANY ARE 

EREBY ATTEn T ALL ARE CURRENT AND 
IN FULL. 

\580-9600 
TELEPHONE NUMBER 

SUBSCRIBED A N D  SWORN TO BEFOW ME 

T H I S  DAY OF 

I XWRICOPA 1 

19 

19 



VERXFTCATl[ON 
AND 

R N  STATEMENT 
Intrastate Revenues Oniy 

VERIFICATION 

OF THE 

PAPERS AND 

THE PERIOD 
MATTER AND 

WLEDGE, INFURMAITION AND THING SET FORTH, TU THE BEST OF M Y  
BELIEF. 

SWORN STATEMENT 

IN ACCORDANCE WfTN T 
ARIZONA REXISED 
RATING REVENUE 

CTED) 

THE REVENUE 

SUESCRIBED ANI) TU BEFORE ME 

THiS DAY OF 

20 
20 



4 

VERIFICATION 
AND 

JON CORWIN 7 

DO SAY THAT THIS 

FOR THE YEAR ENDING 

N A  CORPORATION COMMISSION 

HAS BEEN P THE ORIGINAL BOOB, 
PAPERS AND EULLY EXAMINED 
THE SAME, AND AND CORRECT 
STATEMENT OF B R THE PERIOD 

MATTER AND 
EDGE, INFORMATION AND 

OVERED BY THIS REPORT IN RESPE 
HING SET FORTH, TO THE BEST 0 

BELIEF. 

sw STATEMENT 

IN ACCORDANCE WITH 

LEFT 
DES$ 29,694 

$563,707 I IN SALES TAXES BILLED, OR COLLECTE~ I 
REPORTED ON THLS PAGE 

ES TAXES BTLLED. 

SUBSCIUBED AND SWORN TO BEFORE ME 

RY PUBLIC IP'J AND FOR THE C Q U N m  

THIS DAY OF 

(SEAL) 

OF 

2 

21 



Nillow Valley Water company 00 /b33 

willow v Company 
21410 N ue, Suite 220 
Phoenix, 
(623) 68 

WFUS FARM) BANI. NA. 
1 15 HOSpital Driw 
urn w-1, on 45891 

56-382/412 007693 

DATE CHECK M). AMOUNT 

3/3/2015 007693 $*****16,757.4 

TO THE 



EXHIBIT C 



Offlee of the 
coRPoRATIoN COMMZSSION 

CERTIFICATE OF GOOD STANDING 

To all to whom these pmsents shall come, greegng: 

I, Jodi A. Jerlch, Executive Director of the Arizona Corpwatb# OOmm~siOn, do hereby 
certify that 

* * * W ~ L O W  VALLEY WATER co., mc *** 
a domestic corpcMItfon organized under the laws of the State Of ArhOff8, did incorporate on 
June 2,1960. 

I ilrrther cwtify that accofdjngf fo the records of the Arizona Corporation Commission, as 
of the date set forth ha#undcH. tho said cofpomtion is not sdministnrtlvely dissolved for 
failure to comply with the provls~ons of the Arizona Business Corporatbn Act; and thet its 
most recent Annual Report, subject to the provisio#s of A.R.S. sections 10-722, t0-123, 
IO-925 & 70-7622, has beer? delivered to the Arizona carpOrat/un Commission for fMg;  8nd 
that the scoid coparetion has not ffled W i e s  of Dis$oluZbn as of the date of this cer?iflcate. 

Tnls certiffcak refates only to fhe legal ex&&me of the above named entify as of the date 
issued. fniJ cert?ficafe is not to be consirued as an WdQrSement, recommendafton, of 
notice of appmval of the entity's condiffon or buslnuss edivlfies and pabkes. 

IN M E S S  WHEREOF, I have hereunta set my hand and 
rhe Mcjal seal ofthe Arizona Corpamffon Commfssion. Done at 
Phoenix, the Capifal, thds 2Mfi Day of April, 20f5, A. 0. 

/ /  I 

J w  A. Jerich,?4iFfkcutive Director 

B y :  1219607 
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I -  * .  
2 
P 
r 

I .  

Created: 21 April, 2015 Legend I 
r - -  

I Mohave Water L - ,  

I Fort Mohave r - -  
L - .I (Mohave Wastewater) L -. / Company, Inc. 

r - - North Mohave Valley 
I i Corporation 

r - - Willow Valley Water 

Prepared by' C Mertiwz 

File name: \MohaveWIlowCCN.mxd 

t Dah source EPCOR Water 

0 1.5 
-Miles 

Mohave, NMVC, 
and Willow Valley 

Service Areas 



i?' 

N S  

1 

i ' € V I  V A L L E Y  

/Lake 
i 
i "Havasu 
I i 0 . l . .  

Created: 21 April, 2015 

Prepared by: C Martinez 

fils name: Havasu-WillavCCN.mxd 

Dab source: EPCOR Water 

0 2 4 
I- Miles 

Legend: 
r - -  
1- I I ' Havasu Water District 

Arizona Gateway 
I (Mohave Water & r - -  

1 -  - Mohave Wastewater) 

Willow Valley Water m Company, Inc. 

Havasu Water, 
Arizona Gateway 

(Mohave Water & Wastewater), 8 
Willow Valley Service Areas 

2355 W. h a d e  Pemk Rd 
Suik 300 

phoeni¶. A 2  85027 
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r ARIZONA CORPORATION COMMISSION 
UTI LIVES DlVl SI0 N 

ANNUAL REPORT MAILING LABEL - MAKE CHANGES AS NECESSARY 

w-01303A 
EPCOR Water Arizona Inc. 
2355 W. Pinnede Peak Road, Suite 300 
Phoenix, Az 85027 

ANNUAL REPORT 
Water - Sewer 

FOR YEAR ENDING 

I 1231 2014 I 

FOR COMMISSION USE r ANN04 12 J 

m s e d  bv: scanned 



COMPANY INFORMATION 

Company Name (Burinerrs Name) EPCOR Water Arizone. Inc. fW Abna-Amrkan Water Company 

Phoenix Az 85027 

(CW) (Stete) (Zip) 

(623) 445-2461 WA J623) 445-2400 

Tdsphons No. (Indude Ana  Ccde) Fax No. (Indude Aim Code) Cell No. (Indude Area Code) 

Local M c e  Mafling Addles8 2355 W. Pinnade Peak Road. Sub 3 ~ )  

(Sbmt) 

Az 85027 Phoenix 

(CW) (S-1 (ZIP) 

WA L623) 445-2400 (823) 587-1044 

Fax No. (Include Area Code) Cell No. (fndude Area Code) Local OftkeTelephone No. (tnclude A m  Code) 

Email Address 

MANAGEMENT INFORMATION 

Regulatory Contact: I 



'Statutory Agent: Corporate Service Company 
(Name) 

2355 W. Pinnacle Peak Road, Suite 300 Phoenix AZ 85027 
(Street) (City) (State) (a4 

(024) 445-2400 NIA NIA 
Telephone No. (Include Area Code) Fax No. (Include Area Code Cell No. (Include Area Code) 

Attorney: Martin Stanek 
(Name) 

2355 W. Pinnacle Peak Road, Suite 300 Phoenlx A2 85027 
(Street) (City) (State) (zip) 

(023) 4452427 NIA N/A 
Telephone No. (Include Area Code) Fax No. (Include Area Code Cell No. (Include Area Code) 

OWNERSHIP IN FO RMATlO N 

:he& the following box that applies to your company: 

0 sole Proprietor (SI Q Corporation (C) (Other than Association/Co+p) 

0 Partnership (P) 0 Subchapter S Corporation (2) 

0 Bankruptcy (E) 0 Association/Co op (A) 

Receivership R Limited Liability Company 

0 Other (Describe) 

COUNTIES SERVED 

:heck the box below for the countylies in whkh you are certificated to provide service: 

0 APACHE 0 COCHISE 0 COCONINO 

0 GILA c] GRAHAM 0 GREENLEE 

0 LAPAZ MARICOPA 1 MOHAVE 

0 NAVAJO 0 PIMA 0 PlNAL 

SANTACRUZ 0 YAVAPAI YUMA 

n STATEWIDE 

Page 3 



ICOMPANY NAME Epcor Water Arizona, Inc. 1 
WATER UTILITY PLANT IN SERVICE 

DESCRIPTION 

This amount goes on the Balance Sheet Acct. No. 108 

Page 4 



[COMPANY NAME Epcor Water Arizona, Inc. 

WATER CALCULATION OF DEPRECIATION EXPENSE FOR CURRENT YEAR 

DEBCRIPTION 

See Attached for depreclabon ratae 

Page 5 



ICOMPANV NAME epmrwlkr Aflron, In& 1 



J 

/COMPANY NAME Epcor Water Arizona, Inc. 1 
SONER UTlLlTY PLANT IN SERVICE 

Acct. Original Accumulated O.C.L.D. 
No. DESCRIPTION cost (OC) DepreeiaUon (OC less AD) 

This amount goes on the Balance Sheet Acct. No. 108 f 
Page 6 



(COMPANY NAME Epcor Water Arizona, lnc. 1 .  

398 

SEWER CALCULATION OF DEPRECIATION EXPENSE FOR CURRENT YEAR 

* Other Tangible Plant 4,029 178 . 
TOTALS 205,544,641 0 6,762,909 

This amount goes on the Comparative Statement of Income and Expense Acct. 403 /” 
Page 7 
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lCOMPANY NAME Epsor w.hr Atlzmw, Inc. 

. .  

4.58% 4.59% 

25.001 25.009b 

3.98% 3.86%. 
4.47% 4.47% 

3.71% 3.71% 
5.02% 5.02% 

10.30% 10.30% 
5.10% 

10.30% 

I 
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COMPANY NAME Epcor Water Arizona, Inc. 

BALANCE SHEET 

ACCt, BALANCE AT BALAWCE AT 
No. BEGINNING OF END OF 

ASSETS YEAR YEAR 

5 2.850 

56,707,390 
63,305,745 

I I I I 
FIXED ASSETS I 

101 Utility Plant in Service s a74,557,393 s 923,142,634 

103 Property Held for Future Use 406,640 408,640 
105 Construction Work in Progress 22,717,496 I 8,341 , ~ 3 4  

(265,586,428) (296,531,0421 108 
121 Non-Utility Property 
122 

Accumulated Depreciation - Utility Plant 

Accumulated Depreciation - Non Utility 
TOTAL FIXED ASSETS $ 632,097,101 $ 645,362,065 
I 

t ITOTAL ASSETS I S  695,610,994 1 $ 708,747,810 
I I I 

NOTE The Assets on this page should be equal to Total Llabillttes and Capltal on the following page 
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COMPANY NAME Epcor Water Arizona, Inc. 

BALANCE SHEET (CONTINUED) 

(TOTAL LIA8ILITIES IS 533,195,635 I $ 528,332,912 
I 1 I 

CAPITAL ACCOUNTS 

522,880 201 Common Stock issued $ 522,880 $ 

21 1 Paid in Capital in Excess of Far Value 1 84,882,920 184,882,920 

215 Retained Earnings (22,990,441 ) (4$90,902~ 

218 Proprietary Capital (Sole Props and Partnerships) 
TOTAL CAPITAL $ 162.415.360 $ 180.414.898 

I /TOTAL LIABILITIES AND CAPITAL I $  696,610,994 I $ 708,747,810 I 
Page Q 



COMPANY NAME Epcor Water Arizona, Inc. 

OPERATING REVENUES PRIOR YEAR I CURRENT YEAR 

$ 85,179,970 
s - 
$ 2,319,885 
$ 87,499,855 

$ 10,687,963 
$ 2,492,936 
$ 2,965,197 
$ 7,044,732 
$ 862,623 
$ 1,235,162 

$ 6,836,005 
$ 237,456 
$ 9 16,495 

$ 972,497 
$ 222,675 
$ 3,628.039 

$ 18,951,501 
$ 933,287 
$ 3,021,151 

~$ 60,223,374 
$ (764.346) 

I  OPERATING INCOMEI(LOSS) IS 19,262,386 I $ 27,276,482 
I I 1 

~_______  ~ 

OTHER INCOMU(EXPENSEJ 

419 Interest and Dividend Income $ $ 

426 Miscellaneous Non-Utilii Expenses $ (326,270) $ (372,574) 
427 interest Expense $ (6,693,396) $ (6,149,2[34) 

TOTAL OTHER INCO#E/(EXPENSE) $ (6,756,896) $ (6,179,944) 

421 Non-Utili lncome $ 262,771 $ 341,033 

I I 

]NET INCOMEI(L0SS) I S  12,595,490 I $ 21,09<537 I 
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COMPANY NAME Epcor Water Arlzona, Inc. 

SEWER COMPAMTIVE STATEMENT OF INCOME AND EXPENSE 

Acct. OPERATING REVENUES PRIOR YEAR CURRENT YEAR 
No. 

a 

Page 11 
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COMPANYNAME I I EPCOR WATER 
Name of System: Havasu ADEQ Pubk Water System Nurnber:l 0498-045 

WATER COMPANY PLANT DESCRIPTION 

- WELLS 

OTHER WATER SOURCES 

GaUons Purchased or Obtained 
Name or Description Capacity (gpm) {in thousands) 

BOOSTER PUMPS FIRE HYDRANTS 

5 I .l i 
Horsepower I Quantity Quantity Standard I Quantity Other 

" - 
7.5 1 
15 2 
20 4 
25 4 
30 3 
40 1 
50 5 

page I 3  - Havasu 



COMPANY NAME 1 I EPCOR WATER 

WATER COMPANY PLANT DESCRIPTION 

Name of System: Mohave ADEQ Public Water System Numbecf 04-08432 

WELLS 

ADWR 10 Pump PumpWeld Casing Casing Metersize Year 
Numbef Horsepower (Gpm) Depth Dlameter (inches) Drilled 

*Arizona Departrnent of Water Resources ldentlfication Number 

OTHER WATER SOURCES 

BOOSTER PUMPS 1 FIRE HYDRANTS 
HomeDower I Quantitv 1 Quantitv Standard I Quanti& Other 

20 2 
40 1 
50 5 
10tl 4 

I 1 -  I ~- 

I 

500,000 1 I 
750,000 1 
1,000,000 I 3 I 

page 13 - Moheve 



WATER COMPANY PLANT DESCRIPTION, 

WELLS 

COMPANY NAME I 1 EPCOR WATER 
Name of Sy8tem: Camp Mohave ADEQ Public Water System Number:! 04-08-037 

I 

'Arizona Department 6f Water Resources Identification Number 

OTHER WATER SOURCES 

I A 

BOOSTER PUMPS FIRE HYDRANTS 
Horsepower Quantity Quantity Standard Quantity Other 

15 2 
40 2 

L 

STORAGE TANKS PRESSURE TANKS - 
Capaclty Quantity Capacity Quantity 
250,000 1 5,000 I 

page 13 - Camp Mohave 
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COMPANY NAME I I EPCOR WATER 
Name of System: Lake Rllohave ADEQ Public Wter System Number:I 04-08482 

WATER COMPANY PLANT DESCRIPTION 

WELLS 

I I I I I 1 I 1 
*Arizona Department of Water Resources Identification Number 

OTHER WATER SOURCES 

Gallon8 rurcnasea or Otlta1neu 
Name or Descrlptlon Capacitv (-1 rn fin thousands) 

h 

BOOSTER PUMPS FIRE HYDRANTS 
Horsepower Quantity Quantity Standard I QuantkyOther 

5 2 I 
20 2 I 

I 

10 1 

25 2 

page 13 - Lake Mohave 



COMPANY NAME I I EPCOR WATER 
Name of System: Desert Foothills AOEQ Public Water System Number:) 04-08-137 

WATER COMPANY PLANT DESCRIPTION 

WELLS 

'Arizona Department of Water Resources Identification Number 

OTHER WATER SOURCES 

k 
BOOSTER PUMPS FIRE HYDRANTS 

Horsepower Quantity Quantity Standard Quantity Other 
I O  5 
25 1 
40 1 

page 13 - Desert Foothills 



COMPANY NAME 1 I EPCOR WATER 
Name of System: Arizona Gateway ADEQ Public Water System Number:l 04-08-163 

WATER COMPANY PLANT DESCRIPTION 

WELLS 

ADWR ID Pump Pump Yield Casing Casing 
Number Horsepower (Gpm) Depth Diameter 

(Feet) (Inches) 
55-58601 6 8 35 895 8 
55-20021 9 60 300 775 10 

I I I I I 
I 

Meter Size 
Drilled 

I 

2 1  2003 
6 1  2007 

*Arizona Department of Water Resources Identification Number 

OTHER WATER SOURCES 

Gallons Purchased or Obtained 1 

- Name or Description Capacity (SIP m) lin thousands) 

I I I 1 
BOOSTER PUMPS FIRE HYDRANTS 

Horsepower Quantity Quantity Standard Q u a n t i  Other 
40 4 

STORAGE TANKS PRESSURE TANKS 
Capacity I Quantity Capacity I Quantity 
350.000 I 1 

page 13 - AZ Gateway 



COMPANY NAME EPCOR WATER 
Name of System: Rlo Vista ADEQ Public Water System Number:l 0448-333 

WATER COMPANY PLANT DESCRIPTION 

WELLS 

t 1 I I i I 

OTHER WATER SOURCES 

Gallons Purchased or Obta- lned 
Name or Description (in thousands) 

Bermuda Water Company 13,362 

BOOSTER PUMPS FIRE HYDRANTS 

I I 
Horsepower I Quantity Quantity Standard I Quantity Other 

I I 

I I 

I 

page 13 - Rlo Vista 



COMPANY NAME I EPCOR WATER 
Name of System: North Mohave ADEQ Public Water System Number:l 04-08-068 

WATER COMPANY PLANT DESCRIPTION 

- WELLS 

ADWR ID pump Pump Weld Casing Casing Meter Size Year 
Number' Horsepower (Gpm) Depth Diameter (inches) Drilled 

1 55-608740 30.0 128 380 8 3 1970 
2 55-608741 30.0 145 440 8 3 1970 
3 55-620581 30.0 125 340 8 3 1975 

' 4  55-507876 30.0 105 588 12 3 1984 
7 55-805519 60 100 1,030 8 4 1970 

(Feet) (Inches) 

8 55-519603 30 150 300 8 4 I 1988 
9 55-589061 I 100 I 440 I 675 I 12 I 6 I 2001 
10 55-211751 I 100 488 656 [ 12 6 2007 

OTHER WATER SOURCES 

Gallons Purchased or Obtai ned (in 
Name or Description Capacitv (gpm) thousands) - 

-. 
BOOSTER PUMPS FIRE HYDRANTS 

25 4 
50 2 
20 2 
40 2 

Horsepower Quantlty Quantity Standard Quantlty Other 

I I t 1 

I I 



+ 
COMPANY NAME I EPCOR WATER 
Name of System: Hevasu ADEQ Public Water System Number:I 04-08-015 

WATER COMPANY PLANT DESCRIPTION (CONTINUED) 

MAINS CUSTOMER METERS 

For the following three items, list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 

(Gas chlorination eauiornent wlenclosures. Iron media Arsenic removal svstem 1 

STRUCTURES: 

Buitdings and enclosures associated with wells and booster stations. I 

OTHER: 

page 14 - Havasu 



COMPANY NAME I EPCOR WATER 
Name of System: Mohave ADEQ Public Water system Number:l 04-08-032 - 

WATER COMPANY PLANT DESCRIPTION (CONTINUED) 

MAINS 

Undetermined I I 3,2 84 
I TOTAL =I 1,052,755 

CUSTOMER METERS 

340 

4 I ,  4 
6 4 

I 

TOTAL I 14,615 

For the followlng three Items, list the utility owned assets In each category. 

TREATMENT EQUIPMENT: 

Gas chlorination equipment wlenclosures 

STRUCTURES: 

I Buildings and enclosures associated with wells and booster stations, building utilized as an I 
operations center. Administrative building/office. 

OTHER: 

I I 

page 14 - Mohave 



COMPANY NAME 1 EPCOR WATER 
Name of System: Camp Mohave I ADEQ Public Water System Number:l 0408031 

WATER COMPANY PLANT DESCRIPTION (CONTINUED) 
MAINS - - _ _  -. - -- I Size (in inches)] Material I Length (in feet) I 

I 2 IVarious I 1 
3 lvarious I 
4 lvarious 6,975 

Various 
Various 1,665 
Various 

I O  Various 4,429 
12 Various 
16 Various 
18 Various 

I I 
TOTAL =I 18,254 

CUSTOMER METERS 

4 
6 

I 

I 71 

For the following three items, list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 

Gas Chlorine, manganese removal plant (ADEGE Package Plant) and associated tanks and structures. 

STRUCTURES: 

Fencing and associated structures. I 
. 
OTHER: 

__ 

page 14 - Camp Mohave 



COMPANY NAME EPCOR WATER 
Name of System: Lake Mohave ADEQ Publlc Water System Nurnber:I 04-08-062 

WATER COMPANY PLANT DESCRIPTION (CONTINUED) 

MAINS 

16 Various I 
18 Various 

1 

I I 
TOTAL =I  30.886 

CUSTOMER METERS 
Size (in inches) I Quantity 

5ia x 314 I 282 

3 

TOTAL 268 

For the foltowing three items, list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 

Gas chlorine and associated equipment I 

. 
STRUCTURES: 

Fencing and associated structures. 

OTHER: 

I 1 
~~ - 

page 14 - Lake Mohave 



COMPANY NAME 1 EPCOR WATER 
Name of System: Desert Foothills ADEQ Public Water System Number:I 04-08-137 

WATER COMPANY PLANT DESCRIPTlON (CONTINUED) 

MAINS 
Size (in inches) Material Length (in feet) 

2 Various 3 
3 Various 
4 Various 

r 5 Various 
6 Various 17,914 
8 Ivarious 71 005 

t 10 lvarious I 2,725 
12 I Various 14,280 

Various 
Various 

Undetermined 
TOTAL = 106,967 

CUSTOMER METERS 
Size (in inches) Quantity 

518 X 314 1,051 
314 1 
1 8 

1 112 
2 .24  
3 
4 1 
6 

I 

I 1,085 

For the following three items, list the utility owned assets in each category. 

TREATMENT EQUIPMENT: 

Chlorine gas and associared equipment 1 

STRUCTURES: 

Fencing and associated structures 

OTHER: 



'COMPANY NAME 1 EPCOR WATER 
Name of System: Arizona Gateway ADEQ Public Water System Number:] 04-08-163 

WATER COMPANY PLANT DESCRIPTION (CONTINUED) 

MAINS 
Size (in inches)) Material I Length (in feet) 

I-I I I 

I -  3 I I 
4 

1 

5 
6 Various 502 
8 Various 3,160 
10 Various 1,478 
12 Various 2,680 
16 148 
1R 

Undetermined IVarious I 5,316 
I 
I I 

I TOTAL = I  13,284 

CUSTOMER METERS 
I Size (in inches) I Quantity ] 

I{ 
A 

I I 6 I 1 

I 
TOTAt 12 

For the following three items, llst the utility owned assets In each category. 

TREATMENT EQUIPMENT: 

Liquid chlorine and asssociated equipment. 

STRUCTURES: 

[Structures and buildings associated with water treatment and booster systems. 1 

~ - 

OTHER: 

page 14 - AZ Gateway 



COMPANY NAME EPCOR WATER 
,Name of System: Rlo Vista ADEQ Public Water System Number:I 04-08333 

WATER COMPANY PLANT DESCRIPTION (CONTINUED) 

MAINS 
Size (in inches)I Material I Length (in feet) 

0 I 1 

3 
4 - 

Various 8,965 
Various 4,359 
Various 
Various 

.it2 

t IU I I 

18 I 

I I 

I TOTAL = I  13,961 

CUSTOMER METERS - 
Size (in inches) I Quantity 

518 X 314 I 123 
314 
1 4 

1 112 
2 .  

I 
TOTAL 127 

For the following three items, list the utility o w e d  assets in each category. 

TREATMENT EQUIPMENT: 

STRUCTURES: 

page 14 - Rio Vista 



COMPANY NAME 
Name of System: Mohave 

WATER COMPANY PLANT DESCRIPTION (CONTINUEDL 

EPCOR WATER 
ADEQ Public Water System Number:( 04-08-032 

MAINS* 
Size (in inches) 

2 
2 112 

CUSTOMER METERS* 
Material Length (in feet) 

Various 2,346 
Various 400 

12 

1 3 I Various I 8661 

Various 60,125 
I 8 IVarious I 55.92 

Undetermined Various 104,921 

I I TOTAL =I 320,124 I 

518 X 3/4 1,945 

I 1 I 

I 4 I 1 

I 

TOTAL I 2,102 

For the following three items, list the utlllty owned assets In each category. 

TREATMENT EQUIPMENT 

STRUCTURES: 

OTHER 



USE DATA SHEET BY MO NTH FOR CALE NDAR YEAR 20 14 

WN-ACCOUNT 





WATER USE DA TASHEET BY MONTH FO p CALENDAR YFAR 2014 

I A I E l C 

14.W I 108.768 I I 108.768 
DECEMBER 14.378 I 131.8n I 131,877 

TOTALS + l,731,7l7 P 1.731,?dT 

0 
x 

NON-ACCOUNT 
WATER 

(Thoumdr) 
4C-D-E)fC 

17.61% 
8.61% 
2.67% 

19.61% 
16.W% 
10 46% 

9.37% 
6.38% 

5 . a ~ ~  

8 17m 
-24 aim 

8.08% 
17.36% 





COMPANY NAME -OR WAlER 
bm ef SYslm: C.mD Moh8v8 ADEP Pvblb yIR(u ly .hm Nu&C 04-08437 

yVAT E R USE DATA $HEFT BY MO r n F  QBEALEN DAR YEAR 201 4 

!DECEMBER I 72 I 1 . w  I I 1.197 I 0 1  203 I 16 wn 
TOTALS 17,170 2 17,172 81 17,211 crnrt 4.74% 





COMPANY NAME WCOR WATER 
Nan*ofl)yMmn! L.bM0k.w M E O P u b U o ~ ~  nNumb.c: MoM#l  





WATER U s  DATA SHEET BY M O M W J  2014 

Dwr the Canpsny heve An M W R  Gdlcns Per Cnpita Per Oay (GFCPD) ruquinmenmn 

I yes, provlda tha GPCPD amourl: NIA 

( )Y= ( ) O N 0  



. 



COMPANY NAME EPCC)R WAlER 
Name oY8mL.m: A r l r w u  CWw.y ADS9 Publk Wlu BYmm W u m W  W 8-963 

WATER USE DATA SHEET B Y MONTH FOR C ALENDAR YEAR 201 4 









COMPANY NAME EPCOR WATER 
Name of Svstern: North Mohave ADEQ Public Water Svstem Number: 

WATER USE DATA SHEET BY MONTH FOR CALENDAR YEAR 201 

I A I 6 I 
1 1 NUMBEROF 1 GALLONS I GALLONS I 

CUSTOMERS PUMPED PURCHASED 
MONTH (Thousands) (Thousands) 

1,882 26,769 

MARCH 1,988 21,805 
APRIL 1.985 22.833 

FEBRUARY 1,983 18,119 

_ _  .. 
26,701 I - 

MAY 1,987 
JUNE 1,986 28,229 
JULY 2,983 31,537 
AUGUST 1,987 30,095 
SEPTEMBER 1.990 27.662 

~~ 

,OCTOBER 1,999 I 26,914 
NOVEMBER 2,001 1 23,540 
DECEMBER 2,000 J 23,348 

TOTALS -> 0 

What is the level of arsenic for each well on your system. mdl 
(If more than one well, please list each separately) 

If system has fire hydrants, what Is the flre flow requirement? 

If system has chlorlnation treatment, does this treatment system chlorinate continuously? 

( )Yes ( )No 

Is the Water Utility located in an ADWR Actlve Management Area (AMA)? 

( )Yes ( ) N o  

Does the Company have An ADWR Gallons Per Capita Per Day (GPCPD) requirement? 

( )Yes ( ) N o  

If yes, provide the GPCPD amount: 



04-08-068 t 

.4 



I 

EPCOR Water 
Eastern Division - Mohave Water District 

Operational Activity - 

Negative numbers indlcate quantity or percentage above production or 100% 



- North Mohave (08-068) 
2014 

t I I I I I 
I I I 1 I I I 1 

I I I I I I 

1 I I I I I I 1 I I I I I I I 1 

646 I 802 I 1,874 I 2,741 I 1,301 I 1,876 I 315 I 10,852 
I 1 I I I I 

I I I I I I I I I 

450 1,121 1,414 1,412 1,099 1,OQQ 1,099 7,684 

I 



UTILITY SHUTOFFS / DISCONNECTS 

Mom Termination wlthout NDtlce Termlnation with Notice OTHER 
Rl4-2-410.C R14-2-4iaB 

JANUARY 2 

Mom Termination wlthout NDtlce Termlnation with Notice OTHER 
Rl4-2-410.C R14-2-4iaB 

JANUARY 2 

I 6 

TOTALS 3 i 67 

OCTOBER 

NOVEMBER 8 

DECEMBER 9 

OTHER (descrlptlon): 

Dage 16 - HRVE~SU 



EPCOR water COMPANY NAME: 
Name of System: MohaW ADEQ PuMls Water System Number: 0496931 1 

UTILITY SHUfOFFS / DlSCONNECrS 

I I OTHER Tminatbn without Notlce Termination with Notlcc! 1 

SEPSEMBER 52 

OCTOBER 80 
NOVEMBER 40 
DECEMBER M 

I 

I TOTALS -$ 855 

OTHER (description): 

, 

page 18 - Mohave 



COplPApIV NAME: EPCOR Water 
Name of System: Camp Mohave AOCQ PubUc Water Sy4tem Number: w.og-037 1 

UflUTY SHUTOFFS / DISCONNECTS 

I MONTH I I Termination d t h w t  N o h  I Termination wlth Notice I OTHER . I 
I I  Rl4-2410.8 I Rl4-2-410.C I 

ANUARY I 0 I 
FEBRUARY I t  I 0 I 
MARCH 0 I 

I 

APRIL 1 
MAY 0 
JUNE 0 
JULY 3 

AUGUST O 

SEPTEMBER 0 

OCTOBER 2 

NOVEMBER 0 

DECEMBER 1 

mnis .j 7 

I 

I 

I 

OTHER (description): 

\ 

page i e  - camp Mohave 



UTlUrY SHUTOFFS / DIXONNECQ 

MONTH Termlnstlon without Notlce Termlnatlon wlth Notice OTHER 
Rl4-2-41O.B R14-2-4lO.C 

l ANUARY 1 

FEBRUARY 0 
MARCH 0 

I J 

APRlL I 3 
MAY 0 

OTHER (description): 

I 

page 18 - Lake Mohave 



COMPANY NAME E P W R  Water 
Name of S-m: Deoert Foothills ADEQPubllc Water SWrn Number: W-oBI.37 I 

UTILITY SHUTOFFS / DISCONNECTS 

MONM Termination without N o w  Terrnlnation wlth Notice OTHER 
R14-2-41RB Rl4-2-41R.C 

JANUARY 2 

FEBRUARY 4 

MARCH 1 

APRIL 4 

MAY 

JUNE 3 
JULY 3 

SEPT'EMBER 1 

OCTOBER 2 

NOVEMBER 2 

!DECEMBER I I  I 3 I 
m u + j  29 

- 

. . .  

L 

OTHER (description): 



UTILITY SHUTOFFS / DISCONNECTS 

r MoHTH I I Termination wlrhout Notb I Termination wilh Notice I OTHER I 
R14-2410.B I R14-2-910,C 

JANUARY 

IFEBRUARY I 

OTHER (description): 

pege 16 -AZ Gateway 



COMPANY NAME: EPWR Water 
Name of System: Rio Vista ADEQ Pu bllc Water System Numbar: 0448-333 I ” 

UTILITY SHUTOFFS / DISCONNECTS 

MONTH Termination wlthout Nolice Termination with Notice OTHER 
R14-2-4lO.B Rl4-2-410.C 

JANUARY 0 
FEBRUARY 0 

MARCH 1 0 
I I ’  

OTHER (descrlption): 

. .. 

Page 16 - Rio Vista 



COMPANY NAME: 
Name of Svstem: North Mohave ADEQ Publi 

UTILITY SHUTOFF 

MONTH Termination without Notice 
R14-2910.8 

JANUARY 

MAY 
JUNE 
JULY 

SEPTEMBER I 1  
OCTOBER 

OTHER (description): 



E PCOR Water 
ic Water $ystern Number: 04-08-068 

:S / DISCONNECTS 

Termination with Notice OTHER 
R14-2-410.C 

2 
3 
7 
5 
3 
4 
7 
2 
2 

+ .  . * .  ' I -  

:: 

- .  



EPCOR WATER COMPANY NAME 
Name of System: Mohave Wishing Well Waetevyeter Inventory Number (if applcabfe): 38-1 68 i 

WASTEWATER COMPANY PLANT DESCRIPTION 

TREATMENT FACILITY 

(Extended Aerations, Step Aerations, 
Oxldatlon Ditch, Aerobic Lagoon, Anaerobic 
Lagoon, Trickling Filter, Septic Tank, 
Wetland, Etc.) 
DESIGN CAPAClTY OF PLANT 
gallons Per Day 

Extended aeration, trickllng alter 

500,000 (Wishing Well Treatment Plant) 

LIFT STATION FACILITIES 

I 

I . .  

FORCE MAINS 

MANHOLES CLEANOUTS 

I I Quantity Quantity ', 

I 

Standard I 538 I 27 

, .  

page 17 - Mohave - Wishing Well 



EPCOR WATER 
have Arizona Gateway Wastewater Inventory Number (If applicable): 

WASTEWATER COMPANY PLANT DESCRIPTION 

TREATMENT FACILITY 

TY- 
(Extended Aerations, Step Aerations, 
Oxldation Ditch, Aerobic Lagoon, Anaerobic 
Lagoon, Trickling Filter, Septic Tank, 

Extended Areation, SawTec plant 

Wetland, Etc.) 
DESIGN CAPACITY OF PLANT 

lgallons Per Day I 11 2,000 (Arizona Gateway Treatment Plant) 

LIFT STATION FACILITIES 

t I I 1 I 1 
FORCE MAINS 

size I Material I Length (in feet) 

t I I 
I I 1 

MANHOLES CLEANOUTS 

I Quantity ,, I Quantity 
I I 
I I 

Standard 1 8 

I I 

page 17 - Mohave - AZ Gateway 



COMPANY NAME I EPCOR WATER 
Name of System: Mohave Wishlng Well Wastewater Inventory Number (I applicab1e):I 38-168 

WASTEWATER COMPANY PLANT DESCRIPTION (CONTINUED) 
. '  

COLLECTION MAINS I Size (in Inches) I Material I Length (in feet) 
SERVICES 

I Sire (in inches) I Material I Quantlty 1 

t I I 

I I 1 
t I TOTAL=I 134,148 

i I 

15 nla 

t I TOTAL=l 0 
I I 

For the following three items, Ikt the utlllty owned assets in each category. 

SOLIDS PROCESSING AND HANDUNG 
FACILITIES 

Sludge press 

DISINFECTION EQUIPMENT 
(Chlorlnator, Ultra-Violet, Etc.) Chlorinator 

FILTRATION EQUIPMENT 
(Rapid Sand, Slow Sand, Activated Carbon, Etc.) Slow sand 

STRUCTURES 
(Buildings, Fences Etc) 600' chain link fence, building with lab, chlorine 

building 

OTHER 
Laboratory Equipment, Tools, Vehicles, Standby 
Power Generators, etc. 150 Kw Cat gen-set, miscellaneous lab equipment, 

influent meter, effluent meter. Effluent pump. 

page 18 - Mohave -Wishing Well 



T 
COMPANY NAME EPCOR WATER 

,Name of System: Mohave Arizona 0ateW;ly 
I 

Wastewater Inventory Number (if applicable): I 

WASTEWATER COMPANY PLANT DESCRIPTION (CONTINUED1 

COLLECTION MAINS 

I I I I 

SERVICES 

4 nla 
6 PVC 
8 nla 
12 n/a 
15 nfa 

Size (In Inches) . Matertal Quantity 

I I I 1 

I I 
I TOTAL=[ 2,169 

I I 
1 TOTALPI 0 

For the following three ftems, list the utility owned assets in each category. 

I 1 

SOLIDS PROCESSING AND HANDLING 
FACILITIES 

NIA 

DISINFECTION EQUIPMENT 
(chlorinator, Ultra-Violet, Etc.) I Chlorinatorlde-chlorinator 

FILTRATION EQUIPMENT 
(Rapid Sand, Slow Sand, Activated Carbon, Etc.) None 

I I 1 

STRUCTURES 
(Buifdings, Fences Etc) 

Blower building/chaln link fencing 

OTHER Stand by generator 
Laboratory Equipment, Tools, Vehicles, Standby 
Power Generators, etc. 

I I 

page 18 - Mohave - AZ Gateway 
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I '  

PROVIDE THE FOLLOWING INFORMATION AS APPLICABLE 

Method of Effluent Disposal 
(leach field, surface water discharge, reuse, injection wells, groundwater 
recharge, evaporation ponds, etc.) 

Re-use 

Wastewater Inventory Number 
(all wastewater systems are assigned an inventory number) 

Place ID # 1784 
LTF # 43063 

Groundwater Permit Numbers NIA 

ADEQ Aquifer Protection Permlt Number P-IO2181 

ADEQ Reuse Permit Number NIA 

EPA NPDES Permit Number NIA 

L I 

page 19 - Mohave - Wishing Well 
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- 
VERIFICATION 

AND 
SWORN STATWEKT 

IQWl 

ERIFICATION 

;TAT€ OF ARIZONA 

THE UNDERSIGNED 

)F THE 

COUNTY OF(COUNM M E )  
M€Iricope 
NAME (OWNER OR OFFICIAL) TITLE 
Gregory Barber, Controller 
COMPANY NAME 1 EPCOR Water Arirona Inc. 

0 SAY M A T  TH IS ANNUAL VnL ITY PRO PERM TAX AND SALES TAX REPORT TO TH E ARIZONA COPRORATlON COMAAISSIO N 

MONTH DAY YEAR 
OR THE YEAR ENDING 12 31 2014 

HAS SEEN PREPARED UNDER MY DIRECTION, FROM THE ORIGINAL BOOKS, 
PAPERS AND RECORDS OF SAID UTILITY; THAT I HAVE CAREFULLY EXAMINED 
THE SAME, AND DECLARE THE SAME TO BE A COMPLETE AND CORRECT 
STATEMENT OF BUSINESS AND AFFAIRS OF SAID UTILITY FOR THE PERIOD 
COVERED BY THIS REPORT IN RESPECT TO EACH AND EVERY MATER AND THING 
SET FORM, TO THE BEST OF MY KNOWLEDGE. INFORMATION AND BELIEF. 

WORM STAEMENT 

I HEREBY ATTEST THAT ALL PROPERTY TAXES FOR SAID COMPANY ARE CORRECT AND 
PAID IN FULL. 

1 HEREBY ATTEST THAT ALL SALES TAXES FOR SAID COMPANY ARE CORRECT AND 
PAID IN FULL. 

SIGNATURE OF OWNER OR OFFICAL 

823 - 445 - 2414 
TELEPHONE NUMBER 

SUBSCRIBEDAND SWORN TO BEFORE ME 

A NOTARY PUBLIC IN AND FOR THE COUNTY OF 

THIS - DAY OF 

COUNTY NAME 
MONTH 

(SEAL) 
SIGNATURE OF NOTARY PUBLIC 

IY COMMISSION EXPIRES 

. .  



& 

COMPANY NAME FPCOR Water Arizona Inc. YEAR ENDING 12/31/2014 

INCOME TAXES 

For this reporting period, provide !he following: 

Federal Taxable Income Reported 7,216,236.00 

Estimated or Actual Federal Tax Liability (2,525,683.00) 

State Taxable Income Reported 7,216,236.00 

Estimated or Actual State Tax Liability (283,237.26) 

Amount of Grossed-Up ContributionslAdvances: 

Amount of Contributio nslAdva nces 
Amount of Gross-Up Tax Collected 
Total Grossed-Up ContnbutionslAdvans 

Decision No. 55774 states , in pa* that the utility will refund any excess gross-up funds collected at the close of 
the tax year when tax returns are completed Pursuant to this Decision, if gross-up tax refunds are due to any 
Payer or if any gross-up tax refunds have already been made, attach h e  folbwing information by Payername 
and amount of contributionladvance, the amount of gross-up tax collected, the amount of refund due to each 
Payer, and the date the U t i l i  expects to make or has made the refund to the Payer. 

CERTIFICATION 

The undersigned hereby certifies that the Utllity has refunded to Payers all grosa-up tax refunds reported in the 
prior year's annual report. This certification is to be signed by the President or Chief Executive Officer, if €I 
corporation; the managing general partner, if a partnership; the managing member if a limited liability 
company or the sole proprietor, if a sole proprietonhlp. 

SIGNATU RE DATE 

PRINTED NAME TITLE 

Page 23 



I '  
VERIFICATION 

AND 
SWORN STATEMENT (SEWER) 
Intrastate Revenues OnC 

NAME (OWNER OR OFFICIAL) 
Greg~ry Bamer 

VERIFICATION 

STATE OF ARIZONA 

I) THE UNDERSIGNED 

OF THE 

TlTlE 
Controller 

FOR THEYEAR ENDING 
MONTH DAY YEAR 

12 31 2014 

HAS BEEN PREPARED UNDER MV DIRECTION, FROM THE ORlOlNAL BOOKS, 
PAPERS AND RECORDS OF SAID UTILITY; THAT I HAVE CAREFUUY EXAMINED 
THE W E ,  AND DECLARE THE SAME TO BE A COMPLETE AND CORRECT 
STATEMENT OF BUSINESS AND AFFAIRS OF SAID UTIUN FOR THE PERIOD 
COVERED BY MIS REPORT IN RESPECT TO EACH AND EVERY MATTER AND THING 
SET FORTH, TO THE BEST OF MY KNOWLEDGE, INFORMATION AND BELIEF 

ISWORN STATEMENT 

I IN ACCORDANCE WITH THE REQUIREMENTS OF TITLE 40, ARTICLE 8. SECTION 40401 
ARIZONA REVISED STATUTES, IT IS HEREIN REPORTED THAT THE GROSS 
OPERATING REVENUE OF SAID UTILITY DERIVED FROM 
DURING C ALENDAR YFAR 20 13 WAS, 

ARIZONA INTRASTATE W L l  TY OPERATIONS 

IArizona IntraState Gross O m t i n g  Revenues Only ($1 

.$ 30,104,968 

(THE AMOUNT IN BOX ABOVE 
INCLUDES S 85.260 
IN SALES TAXES BILLED, OR COLLECTED 

"REVENUE REPORTED ON THIS PAGE MUST 
INCLUDE SALES TAX BILLED OR COLLECTED. 
IF FOR ANY OTHER REASON, THE REVENUE 
REPORTED M O M  DOES NOT AGREE WlTH TOTAL 
OPERATIND REVENUES ELSEWHERE REPORTED, 
ATTACH THOSE STATEMENTS THAT RECONCILE 
DIFFERENCE. (EXPWN IN DETAIL) SIGNATURE OF OWNER OR OFFICW 

TELEPHONE NUMBER 
623 - 445 - 2414 

SUBSCRIBED AND SWORN TO BEFORE ME 

A NOTARY PUBLIC IN AND FOR THE COUNTY OF 

THIS -1 DAYOF MONTH 12014 
COUNTY NAME 

. .  (SEAL) 
SIGNATURE OF NOTARY PUBLIC 

MY COMMISSION EXPIRES 

. ., , 

I I 

Page 24 
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VERIFICATION 
AND 

SWORN STATWENT 
E R - 

ERlFlCATlON 
I 1 

TAT€ OF S O N  A 

THE UNDERSIGNED 

IF THE 

COUNTY OF(C0UW NAME) 

NAME (OWNER OR OFFICIAL) TITLE 

COMPANY NAME 
Controller 

10 SAY THAT THIS -l'IY RE PORT TO THE ARIZONA COPR- 

MONTH DAY YEAR 
OR THE YEAR ENDING 12 31 2014 

HAS BEEN PREPARED UNDER MY DIRECTION, FROM THE ORIGINAL BOOKS, 
PAPERS AND RECORDS OF SAID UTILITY; THAT I HAVE CAREFULLY EXAMINED 
THE SAME, AND DECLARE THE SAME TO BE A COMPLETE AND CORRECT 
STATEMENT OF BUSINESS AND AFFAIRS OF SAID UTILITY FOR THE PER100 
COVERED BY THIS REPORT IN RESPECTTO EACH AND EVERY MATER AND THING 
SET FORTH, TO THE BEST OF MY KNOWLEDGE, INFORMATION AND BELIEF 

WORN STATEMENT 

IN ACCORDANCE WlTH THE REQUIREMENTS OF TFLE 40, ARTICLE 8, SECTION 40-401.01 
ARIZONA REVISED STATUTES, IT IS HEREIN REPORTED THAT THE GROSS 
OPERA~NG REVENUE OF SAID u n L m  DERIVED FROM 
BFCEIVED FROM RESIDENT VIL CUSTOMFRS D YRlNG MLFNDAR YEAR 20 13 Vyas; 

ARIZONA INTRASTATE UTILITY OPERATlONS 

Arizona IntraStete Qmss Operating Revenues Only 6) (lHE AMOUNT IM BOX AT LEFT 
INCLUDES $ 74.754 

s 28,979,373 IN SALES TAXES BILLED, OR COLtECTED - 

RESIDENTIAL REVENUE REPORTED ON THIS PAGE MUST 
INCLUDE SALES TAXES BILLED. 

SIGNATURE OF OWNER OR OFFICIAL 

TELEPHONE NUMBER 
623 - 445 * 2414 

SUBSCRIEED AND SWOftN TO BEFORE ME 

A NOTARY PUBLIC IN AND FOR THE COUNTY OF 

THIS 7 DAYOF MONTH 12014 

NOTARY PUBLIC NAME 
COUNTY NAME 

SIGNATURE OF NOTARY.PUBUC 
(SEAL) 

IY COMMISSION EXPIRES 



VERIFICATION 
AND 

SWORN STATEMENT (WATER) 
Jntrastate Revenue8 Or& 

COUNTY OF(C0UNTY M E )  

Controller 

EPCOR Water Arizona Inc. 

C 

MONTH DAY YEAR 
12 31 2014 

ERIFICATION 

ITATE OF ARIZON A 

THE UNDERSIGNED 

)F THE 

)O SAY THAT THIS ANNUAL UTlL I 

.OR THE YEAR ENDING 

HAS BEEN PREPARED UNDER MY DIRECTION, FROM THE ORIGINAL BOOKS, 
PAPERS AND RECORDS OF SAID UTILITY; THAT I HAM CAREFULLY EXAMINED 
THE SAME, AND DECIARE THE SAME TO BE A COMPLETE AND CORRECT 
STATEMENT OF BUSINESS AND AFFAIRS OF SAID UTILITY FOR THE PERIOD 
COVERED BY THIS REPORT IN RESPECT TO EACH AND EVERY MATTER AND THING 
SET FORTH, TO THE BEST OF MY KNOWLEDGE, INFORMATION AND BEUEF 

WORN STATEMENT 

IN ACCORDANCE WITH THE REQUIREMENTS OF TITLE 40, ARTICLE 8, SECTION 40-401 
ARIZONA REVISED STATUTES, IT IS HEREIN REPORTED THAT THE GROSS 
OPERATING REVENUE OF SAID UTILITY DERWED FROM 
PURING CALENDAR YFAR 2014 WAS: 

ARIZONA INTRASTATE UTILITY OPERAT I O N  

Arizona Intrastate Gross Operating Revenues Only ($) I 
I 8 94,869.544 I 

(THE AMOUNT IN BOX ABOVE 
INCLUDES $ 7,369,689 
IN SALES TAXES BILLED, OR COLLECTED 

'REVENUE REPORTED ON THIS PAGE MUST 
JCLUDE SALES TAX BILLED OR COLLECTED. 

FOR ANY OTHER REASON, THE REVENUE 
!PORTED ABOVE DOES NOT AGREE WITH TOTAL 
rPERATlNG REVENUES ELSEWHERE REPORTED, 
TTACH THOSE STATEMENTS THAT RECONCILE 
WFERENCE. (EXPLAIN IN DETAIL) SIGNATURE OF OWNER OR OFFICIAL 

TELEPHONE NUMBER 
623 - 445 - 2414 

SUBSCRIBED AND SWORN TO BEFORE ME 

A NOTARY PUBLIC IN AND FOR THE COUNTY OF 

THIS DAYOF MONTH 12014 
COUNTY NAME I 

( S E N  
SWNATURE OF NOTARY PUBLIC 

IY COMMISSION EXPIRES 

Page 26 



c 

Arizona Intrastate Grass Operating Revenues Only (5) 

5 71,035,716 

r VERlRCATlON 

(THEAMOUNT IN BOXATLEFT 
INCLUDES S 5,810,432 
IN SALES TAXES BILLED, OR COLLECTED 

AND 
SWORN STATEWENT 

BESIDENTIAL REVW UE WATER1 - 
 VERIFICATION I I 

STATE OF ARIZONA 

I, THE UNDERSIGNED 

OFWE 

Contmller 

w=ym TTnlS A N N U A L U T I L ~ W R T T O O F  ARIZONAGO P R  RO ~ C Q M M I S S I O q  

FOR THE YEAR ENDING 12 31 2014 
MONTH DAY YEAR 

HAS BEEN PREPARED UNDER MY DIRECTION, FROM THE OFlGlNAL BOOKS, 
PAPERS AND RECORDS OF SAlD UTILITY; THAT I HAVE CAREFULLY EXAMIMED 
THE SAME, AND DECLARE THE SAME TO BE ACOMPLETE AND CORRECT 
STATEMENT OF BUSINESS AND AFFAIRS OF SAID UTILITY FOR THE PERIOD 
COVERED BY THIS REPORT IN RESPECT TO EACH AND EVERY MATTER AND THING 
SET FORTH, TO THE BEST OF MY KNOWLEDGE. INFORMATION AND BELIEF 

SWORN STATEMENT 

IN ACCORDANCE WITH THE REQUIREMENTS OF TITLE 40. ARTlCLE 8, SECTION 40-401 . O l  
ARIZONA REWSED STATUTES. IT IS HEREIN REPORTED THAT THE GROSS 
OPERATING REVENUE OF SAID u n L m  DERIVED FROM 
W I V E D  FROM RESID 

BP17oNA IN TRASTATF UTILITY 0 PERATIONS 
G CALFNDAR YEAR 201 4 VvM 

I 1 I 

'RESIDENTIAL REVENUE REPORTED ON THIS PAGE MUST 
INCLUDE SALES TAXES BILLED. 

SIQNATURE OF OWNER OR OFFICAL 

TELEPHONE NUMBER 
623-445-2414 

SUBSCRIBED AND SWORN TO BEFORE ME 

A NOTARY PUBLIC IN AND FOR THE COUNTY OF 

THIS -1 DAYOF 

(SEAL) 
SIQNATURE OF NOTARY PUBLIC 

MY COMMISSION EXPIRES 

Page 27 
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EXHIBIT F 



t 

Office of the 
CORPORATION COMMISSION 

CERTW'ICA'I'E OF GOOD STANDING 

To all ro whom these presents shall come, greeting: 

certify Utsf 
f, Jodi A. Jerich, Executive Director of the Arkona Corpwation Commission, do hereby 

***EPCOR WATER ARIZONA MC. *** 

a domestic corpom#on wganhed under the laws of the State of Arizona, did incorporate on 
December 30,1949. 

I further cerufy Lhst according fo the records of Mi? Arizona Corpwefion Cornmisscon, as 
of the date sef forth hereunder, the mid corporation is not administr.atively dissolved for 
hiiure to comply with the provfsions of the Arizona Business Corporation Act; and that its 
most recent Annual Report, subject to the pnwlslons of RR.S. sections 10-722,10-123, 
7042s & 704822, has been delivered to the Arizona Corporatlon Commission for fi/lng; and 
fhat the said Corporatfon has not fI/& Adcles of DissoIutbn as of the date of fhb cerrMcitte. 

This certificate Mates only io the wai existence of the above named entHy as of fhe date 
issuecl. This cwdlflcale is not to be construed as an endmmenf, recommeff dation, or 
notice of sppmval of the erltlty's condition or business activities and pracffces. 

C f f  WITNESS WHEREOF, I have hereunto set my hand and affixed 
the oflicial sea/ of the Arkom Corporqflon Commission. Done at 
Phoenix, the cepftaf, this 20th Day of Apdl, 2015, A. D. 

I 

J98i/ A. Jerid ,)-&ecutive Dlrector 

1 2 f 9602 B y :  
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RECEIVED 

SUSAN BITTER SMITH 
Chairman 

; tZ C G i i ?  COMMISSl i ‘  
DOCKET CONTROL 

BOB STUMP 
Commissioner 

BOB BURNS 
Commissioner 

TOM FORESE 
Commissioner 

DOUG LITTLE 
Commissioner 

IN THEMATIER OF THE JOINT 
APPLICATION OF WILLOW VALLEY 
WATER CO., INC. AND EPCOR WATER 
ARIZONA., INC. FOR APPROVAL OF THE 
SALE OF ASSETS AND TRANSFER OF 
CERTIFICATE OF CONVENIENCBAND 
NECESSITY 

W-01732A-15-0131 
W-01303A-15-0131 

SUPPLEMENT TO APPLICATION 
SEEKING APPROVAL OF 
RECOVERY OF PRICE PAID IN 
EXCESS OF RATE BASE 

On April 22,2015, Willow Valley Water Company, Inc. (“Willow Valley”) and 

EPCOR Water Arizona Inc. (“EWAZ’’) filed an application requesting that the Arizona 

Corporation Commission (“Commission”) approve the sale of Willow Valley’s utility 

system and transfer of its Certificate of Convenience and Necessity (“CC&N”) to EWAZ 

(the “Application”). The Application also requested that the Commission approve a 

mechanism to allow EWAZ’s recovery of the going concern value component of the 

purchase price paid to Willow Valley. After discussions with Utilities Division Staff, 

EWAZ, in this supplemental filing, describes the surcharge mechanism it respectfully 

requests the Commission approve as part of this proceeding. 

1. Background 

As stated in the Application, EWAZ seeks recovery of approximately $226,000 

through a surcharge mechanism to be approved as part of the sale of Willow Valley’s 

5 895432-2 
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utility system and transfer of its CC&N to EWAZ. EWAZ believes the recovery of that 

portion of the purchase price in excess of Willow Valley’s rate base (the “Acquisition 

Premium”) is appropriate in this instance for the following reasons: 

(A) Going Concern Value of Willow Valley. The purchase price for the Willow 

Valley system reflects the fair market value of the assets and operations being 

purchased, including the’value of Willow Valley’s CC&N, but exceeds the rate 

base value of the property, plant and equipment (“PPE”) as set out in the Water 

Utility Plant schedules attached to the Willow Valley Water Co., Inc. Annual 

Report for year ending 12/3 112014. In other words, the payment of a premium for 

Willow Valley’s PPE over and above the net book value reflects the going 

concern value of Willow Valley’s operations (i.e-, the net book value of the PPE 

and the expectation that Willow Valley will be able to earn a continued fair return 

on its investment as part of the EWAZ water utility system). 

(B) Significant investments will be required upon purchase by EWAZ. EWAZ will 

need to make significant capital investments to increase the reliability and quality 

of the Willow Valley system, such as  replacement of non-operational system 

valves, installation of a more robust backwash effluent discharge retention system, 

and necessary maintenance of storage tanks. EWAZ is willing, in accordance 

with the proposal set out below, to implement a 5-year capital improvement 

program, which would expend approximately $200,000 per year of capital in 

excess of the System Improvement Benefit (“SIB”) investments authorized in 

Decision No. 74364 (February 26,2014), for a total capital investment of between 

$300,000 and $500,000 annually for the five years following its acquisition of 

Willow Valley. The surcharge mechanism described below will allow EWAZ to 

earn continuing fair returns following the acquisition in light of these significant 

new capital investments. 
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(C) More Reliable Water Service. As a result of the increased capital investment, 

existing Willow Valley customers will receive higher quality and more reliable 

water service. In addition, customers served by EWAZ will receive a level of 

service and support that meets or exceeds the service currently provided by 

Willow Valley. 

@) Significant Decrease to Cost of Debt. EPCOR Water USA Inc. (EPCOR USA) 

has the ability to maintain a stronger credit rating than Willow Valley on a stand- 

alone basis. This stronger credit rating will enable EPCOR USA and its operating 

subsidiaries, such as EWAZ, to borrow needed funds at a lower cost than would 

otherwise be possible for Willow Valley, including any debt used to finance the 

fbture capital investments. Willow Valley’s current capital structure includes an 

ernbedded cost of debt of 6.1 percent, whereas EWAZ’s current cost of debt is 

4.29%. The long-term bond ratings of EPCOR USA and its subsidiary, EWAZ, 

are currently A- (S&P) and Baa2 (Moody’s). 

2. Proposal 

The Company has sought to develop a mechanism that supports the Commission’s 

desire to accelerate the consolidation of small, troubled water systems or systems with 

demonstrated needs for capital improvements to better provide safe and reliable water 

service with minimal impacts to customers. The mechanism recommended for approval 

by the Commission does not specifically include the Acquisition Premium in rate base, but 

rather provides an incentive for companies, including in this instance, EWAZ, to acquire a 

small water company with demonstrated needs for capital improvements and to invest in 

needed infrastructure at heightened levels through the adjustment mechanism set out below 

(the “Acquisition Adjustment”). 

The amount sought to be recovered through the Acquisition Adjustment is the 

difference between the going concedfair market value of Willow Valley, as reflected in 

5895432-2 3 
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the purchase price, and the original cost 0: the plant, property, and equipment being 

acquired less accumulated depreciation (the Net Utility Plant in Service), fixther reduced 

by the recorded values of property contributed or advanced by others. 

The following calculation sets out the amount sought to be recovered under the 

above definition: 

Net Utility Plant in Service 
Less: Advances and Contributions ($ 528,346) 

$2,796,377 

$2,268,03 1 

Purchase Price $2,494,834 
Less: ($2,268,03 1) 
Acquisition Premium $ 226,803 

The table below illustrates several scenarios under which the Cornmission could 

authorize recovery of the Acquisition Premium. This Acquisition Adjustment would be 

recovered through a monthly surcharge over 10,12, or 15 years, with recovery of the 

surcharge phased-in (and the surcharge adjusted on an annual basis) as the additional 

capital expenditures are made and projects completed. Because the expenditures would be 

made over a period of five years, and because the recovery time frame would be limited, 

the surcharge will not permit over recovery. 

5-Year 

Capital Spend 

Annual 

Revenue 

Required 

% Commission $ Authorized Annual Operating 

Authorized Incentive Incentive Income Produced 

$ 1,000,000 15.00% $150,000 $10,110 $16,580 

$ 1,000,000 20.00% $200,000 $13,480 $22,107 

In the above scenario, EWAZ would commit to spend $1,000,000 over five years in 

the Willow Valley system for projects not outlined in the existing SIB. EWAZ is currentlj 

evaluating the Willow Valley system to develop a long-term capital plan but has identified 

5 895432-2 4 
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several projects which will be further reviewed, including 1) a system interconnect 

between the King Street and Lake Cimarron areas of the existing Willow Valley system to 

provide operational flexibility and redundancy, 2) replacement of system valves that are 

currently non-operational, 3) a more robust backwash effluent discharge retention system 

to prevent leaching into the aquifer, 4) necessary maintenance of three storage tanks, and 

5) replacement or repair of failed flow and backwash meters and other infrastructure 

projects. 

A Commission approved 20% incentive would provide for an increase to annual 

operating income as shown above. The required revenues, providing for increases to 

income and property taxes, are also shown. 

The table above demonstrates how the Acquisition Adjustment will lead to partial 

recovery of the Acquisition Premium. The circled area shows that an authorized incentive 

of 20% above planned SIB capital expenditures would provide for 89.15% recovery of the 

Acquisition Premium via an eventual surcharge of $1.21 per month over a 15-year period. 

The impact to customers would be approximately a 2.22% increase, or about a $1.21 per 

month increase to the average bill. 

3. Summary 

If approved by the Commission, EWAZ would work with Commission Staff to 

create standard reporting procedures to monitor annual progress of the additional capital 

projects, and to phase in the surcharge as projects are completed. In addition, EWAZ 

would provide a report to Commission Staff annually, summarizing total surcharge 

5895432-2 5 
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revenues collected and provide for early termination of the surchar e should full recovery 

of the Acquisition Premium occur prior to the authorized term of recovery. EWAZ would 

not expect the surcharge to continue fbrther than the originally-authorized term, and would 

accept the risk of non-recovery of the full Acquisition Premium upon expiration of the 

authorized surcharge period. 

EWAZ respectfully requests that the Commission authorize the proposed 

Acquisition Adjustment to allow for recovery of the going concern value paid for Willow 

Valley and approve the concept to allow for timely recovery of such amounts in future 

acquisitions in order to further the Commission's stated desire to accelerate the 

consolidation of small andor troubled water systems. 

RESPECTFULLY SUBMITTED this 29th day of May, 2015. 

LEWIS ROCA ROTHGERBER, P 

StanleyB. LL& ' - 
201 E. Washington Street 
Phoenix, AZ 85004 

Attorneys for EPCOR Water Arizona, Inc. 
(602) 262-5704 

ORIGINAL AND thirteen (13) copies 
of the foregoing hand-delivered this 
29th day of May, 20 15, to: 

The Arizona Corporation Commission 
Utilities Division - Docket Control 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Copy of the foregoing hand-delivered 
this 29th day of May, 2015, to: 

5895432-2 6 
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Steve Olea 
Utilities Division 
Arizona Corporation Commission 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Dwight Nodes 
Administrative Law Judge, Hearing Division 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Janice Alward, Chief Counsel, 
Legal Department 
Arizona Corporation Commission 
1200 W. Washington Street 
Phoenix, Arizona 85007 

Copy of the foregoing mailed 
this 29th day of May, 2015, to: 

Timothy Sabo 
Snell & Wilmer 
400 E. Van Buren, Suite 800 
One Arizona Center 
Phoenix, Arizona 85004 

Daniel Pozefsky 
Residential Utility Consumer Office 
11 10 W. Washington Street, Suite 220 
Phoenix, AZ 85007 
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EXEClJTIVE SUMMARY 

Ms. Mahler’s Rebuttal Testimony focuses primarily on the mechanism EWAZ has proposed to 

allow it an opportunity to receive a return of the price paid in excess of rate base. Her testimony 

also responds to recommendations made in the Direct Testimony filed on behalf of Utilities 

Division Staff and the Residential Utility Consumer Office regarding Accumulated Deferred 

[ncome Taxes (“ADIT”), Staffs calculations related to the purchase price, customer security 

deposits and EWAZ’s capital structure. 

6805533-1 
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INTRODUCTION AND QUALIFICATIONS 

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE 

NUMBER. 

My name is Sarah Mahler. My business address is 2355 W. Pinnacle Peak Road, Suite 

300, Phoenix, Arizona 85027, and my business phone is (623) 445-2420. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am employed by EPCOR Water (USA) Inc. (“EWUS”), the owner of EPCOR Water 

Arizona, Inc. (“EWAZ” or “Company”), as Manager, Rates. 

PLEASE DESCRIBE YOUR RESPONSIBILITIES WITH EWAZ. 

My primary responsibilities with EWUS are to manage the preparation of rate 

applications and other regulatory filings consistent with the applicable regulatory 

agency’s filing requirements in Arizona and New Mexico. I also assist the Director of 

Regulatory & Rates with research and public outreach. 

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND 

EDUCATION. 

I have been employed by EWUS since January 201 5. I have more than 5 years of 

experience in public utility accounting and regulation and another 10 years of experience 

managing accounting practices and policies, including expertise in homebuilding, 

construction, software and audit/public accounting. 

I have a Master of Business Administration from the University of Phoenix. 1 hold 

Bachelor of Science degrees from Arizona State University in Accounting and Global 

Business with an emphasis on Finance. 

5805533-1 
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I. 

!* 

[I. 

2. 

1. 

PURPOSE OF TESTIMONY 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE? 

EWAZ is seeking to purchase the assets of the Willow Valley water system. My 

testimony will focus primarily on the mechanism EWAZ has proposed to allow it an 

opportunity to receive a return of its price paid in excess of rate base. My testimony will 

also address the Company’s response to recommendations by Staff and RUCO regarding 

Accumulated Deferred Income Taxes (“ADIT”), Staffs calculations related to the 

purchase price, customer security deposits and EWAZ’s capital structure. 

RESPONSE TO STAFF’S AND RUCO’S POLICY ARGUMENTS AGAINST THE 

PROPOSED ACOUISITION ADJUSTMENT MECHANISM 

STAFF AND RUCO OBJECT TO THE COMPANY’S PROPOSED 

ACQUISITION ADJUSTMENT MECHANISM, WHY SHOULD IT BE 

ADOPTED? 

Staffs objection to the Acquisition Adjustment mechanism is that the projects 

themselves warrant no special treatment. Staff argues the projects proposed by the 

Company are typically considered part of the utility’s routine operating and maintenance 

expenses and should be addressed as part of the normal course of utility operations. The 

Company has never represented that these investments require special treatment. The 

Company believes that the investment needed in Willow Valley to immediately address 

existing system wide losses and other critical improvements should be eligible for an 

upward adjustment to recover this level of investment in a system that needs 

infrastructure. 

However, the issue to be addressed is whether the Commission should design and adopt a 

mechanism to incentivize financially viable and responsible water utilities to invest in 

805533-1 
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challenged systems. The current regulatory environment discourages Class A water 

utilities fkom 1) purchasing systems with significant immediate capital investment 

requirements, and 2) paying the fair value determined in an arms-length transaction when 

that fair value exceeds the book value of the assets. The Commission should create a 

mechanism which allows for an equitable transfer of ownership that benefits both the 

community and the utility. 

RUCO’s opposition is based on the erroneous premise that EWAZ is seeking approval of 

an acquisition premium to be included in rate base.’ RUCO references a memorandum 

from the Utilities Division dated June 29,2001 , which was not adopted by the 

Commission, which details a proposed policy for Class D and E water system 

acquisitions. RUCO lists six conditions from that memorandum which Staff identified 

must be met in order for an acquisition premium to be approved and included in rate base 

of the acquiring company. RUCO also quotes several excerpts from the 1943 Niagara 

Falls Power Co. decision in which the inclusion of acquisition premiums in rate base is 

detrimental to the customer in two ways: 

1) The seller might persuade the buyer to pay more than the recorded rate 
base simply because the difference would be used to increase rates paid by 
the public. 

exert more force on the asking price, unwinding the economics of a fairly 
assessed, arms-length purchase price. 

2) Buyers might become indifferent to the purchase price and sellers might 

EWAZ has specifically designed the Acquisition Adjustment Mechanism to address 

RUCO’s concerns by requiring the purchasing company to pay only fair value for an 

acquired system. RUCO quotes Professor Bonbright in “Principles of Public Utility 

Rates” as stating that the utility shall be “compensated for devoting capital to the public 

The Company’s Supplemental filing in this docket defines and uses the term “Acquisition Premium”. However, 
as explained below, the Company’s proposed “Acquisition Adjustment Mechanism” is hndamentally different than 
the acquisition premiums discussed by Staff and RUCO. 

1 

6805533-1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

lPCOR Water Arizona, Inc. 
rebuttal Testimony of Sarah Mahler 
locket Nos. W-l732A-15-0131 and W-01303A-15-0131 

’age 4 of 14 

service.” EWAZ seeks a mechanism to incentivize the purchasing company to do just as 

Professor Bonbright states. The proposed Acquisition Adjustment Mechanism 

compensates the acquiring company only for investing much needed capital in a system, 

where that investment would not otherwise have been made. 

WHY IS THE MECHANISM APPROPRIATE IN THIS CASE? 

There are several reasons discussed below that justify approving a mechanism such as the 

one proposed by the Company. 

(I) Going Concern Value of Willow Valley. The purchase price for the Willow Valley 

system reflects the fair market value of the assets and operations being purchased. 

The price includes the value of Willow Valley’s CC&N, but exceeds the value of the 

property, plant, and equipment (“PPE”) as reflected in the Water Utility Plant 

schedules attached to the Willow Valley Water Co., Inc. Annual Report for the year 

ending December 3 1,2014. In other words, the payment of a premium for Willow 

Valley’s PPE over and above the net book value reflects the going concern value of 

Willow Valley’s operations (ie., the net book value of the PPE and the expectation 

that Willow Valley will continue to be able to earn a fair return on its investment as 

part of the EWAZ water and wastewater utility system) as well as a recognition that 

Willow Valley’s assets still in service, but with a net book value of zero, still have 

value. 

(11) Significant investments will be required won purchase bv EWAZ in order to reduce 

water loss. EWAZ will need to make significant capital investments to increase the 

reliability and quality of the Willow Valley system such as replacement of defective 

system valves, installation of a more robust backwash effluent discharge retention 

system, and necessary maintenance of storage tanks. EWAZ is willing to implement 

805533-1 
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a five-year capital improvement program, as discussed in Mr. Bradford’s testimony, 

which would expend approximately $200,000 annually for the five years following its 

acquisition of Willow Valley. The Acquisition Adjustment Mechanism proposed by 

the Company will allow EWAZ to earn continuing fair returns following the 

acquisition in light of these significant new capital investments. 

(111) Stay of SIB. Investments that were planned but not completed pursuant to the now- 

stayed SIB program should be eligible for the Acquisition Adjustment Mechanism as 

well as other necessary projects completed in the five years following the close of the 

transaction. 

(IV) More Reliable Water and Customer Service. As a result of the increased capital 

investment, existing Willow Valley customers will receive higher quality and more 

reliable water service. In addition, Willow Valley customers served by EWAZ will 

receive the same level of service and support as do customers in other EWAZ 

districts; service and support that meets or exceeds the service currently provided by 

Willow Valley. 

(V) Fair Value. RUCO’s longstanding opposition to any regulatory mechanism has rested 

on the absence of a fair value determination. The four variables in the Company’s 

proposed Acquisition Adjustment Mechanism will be approved in the Commission’s 

Decision to approve the transfer of assets. However, implementation of the 

mechanism will not occur until Willow Valley’s next formal rate case. At that time, 

Staff and RUCO will have an opportunity to assess the usefulness and value of the 

investments made subsequent to the system’s transfer of ownership and the 

Acquisition Adjustment Mechanism will be implemented at that time. Subsequent 

rate filings, up to a test year ended December 3 1,202 1, will include provisions for 

5805533-1 
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recalculation of the Acquisition Adjustment Mechanism. Investments made after 

December 3 1,202 1 will not be eligible for the Acquisition Adjustment Mechanism. 

RUCO’S OPPOSITION TO EWAZ’S REQUEST TO RECOVER THE AMOUNTS 

IT IS PAYING TO ACQUIRE WILLOW VALLEY IN EXCESS OF RATE BASE 

IS PREMISED ON THE COMPANY INCLUDING AN ACQUISITION 

PREMIUM IN RATE BASE. IS EWAZ REQUESTING AN ACQUISITION 

PREMIUM TO BE INCLUDED IN RATE BASE IN THIS PROCEEDING? 

No. ‘The Company is not requesting that an acquisition premium be included in rate base. 

Staff and RUCO have misunderstood the Company’s request. The Company is going to 

pay a premium, but it is not requesting the premium be included in rate base in this case 

or any future rate case. Staff and RUCO have confused the proposed Acquisition 

Adjustment Mechanism and implied the Company is requesting that a premium be 

included in rate base AND that the Company would also receive a premium on 

improvements made subsequent to the sale. This is not the case. 

STAFF WITNESS GERALD BECKER STATES THE COMPANY IS 

PROPOSING AN ACQUISITION PREMIUM AND AN ACQUISITION 

ADJUSTMENT. WHY IS MR. BECKER MISTAKEN AND EXPLAIN THE 

DIFFERENCE? 

Mr. Becker states that the transfer of Willow Valley from Global to EWAZ does not 

warrant payment or regulatory recognition of an acquisition premium. EWAZ strongly 

believes that given the condition of the infrastructure and the capital needed to make the 

necessary improvements the transfer does warrant payment of an amount in excess of rate 

base. EWAZ is not, however, asking for recovery of a return on and of the acquisition 

premium for regulatory purposes, but rather only a return of that premium. 

1805533-1 
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As with RUCO, Staffs opposition is premised on the mistaken idea that an acquisition 

premium would be included in rate base, and the Company would receive a return on the 

premium and a return of the premium through an associated amortization. 

In contrast, the Company’s proposal provides a means whereby the Company (or any 

acquiring company), through proper stewardship and investment in an acquired system, is 

provided the opportunity over a period of years to receive repayment of the original price 

paid in excess of rate base. 

Under the Company’s proposal, the Company would simply receive a repayment of the 

amount paid in excess of rate base without any consideration for the time value of money 

over a period of years or any return on those funds. Those funds, the acquisition 

premium, would not be included in rate base. 

WHAT IS THE COMPANY REQUESTING? 

EWAZ is asking that the Company be given the ODportunitv to have the amounts it is 

paying to acquire Willow Valley in excess of Willow Valley’s rate base returned to it 

after the Company has invested a significant amount of capital (currently estimated to be 

one million dollars) to address water loss (in excess of 26%) and operational challenges 

in the Willow Valley system. The Company is requesting the price paid in excess of rate 

base, which will be 10% of rate base or approximately $200,000, be recovered by EWAZ 

over 15 years by adding a small charge currently estimated to be $1.21 per month to each 

Willow Valley customer’s bill commencing only after a fair value determination of the 

rate base after the investments have been placed in service. 

PLEASE EXPLAIN HOW THE RECOVERY OF THE COMPANY’S 

INVESTMENT WOULD BE IMPLEMENTED. 

i805533-I 
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4. 

3. 

4. 

Q. 

4. 

Q- 

4. 

Q. 
A. 

5805533-1 

As investments are completed and placed in service, :he Company would file a rate case 

application that would include these new capital investments and compute an additional 

20% premium that would represent the incentive on which to compute a separate revenue 

requirement to be recovered over a period of no greater than 15 years. 

IS THE COMPANY SEEKING A SEPARATE SURCHARGE TO RECOVER 

THE 20% PREMIUM? 

Yes. The revenue requirement effect of the 20% premium will be calculated and 

collected via a separate surcharge for a period of 15 years or until the acquisition 

premium has been recovered, whichever occurs first. 

HAVE YOU PREPARED AN ILLUSTRATION OF THE COMPANY’S 

PROPOSAL TO COMPUTE THE 20% PREMIUM? 

Yes. An illustrative example is attached as Exhibit SM-I. 

WOULD THE RATE CASE APPLICATION INCLUDE ALL STANDARD 

FILING REQUIREMENT SCHEDULES? 

Yes. All standard filing schedules, Schedules A through Schedule H, would be prepared 

and submitted for review by the ACC Staff and other interested parties to the case. The 

Company would also prepare a cost of capital to determine the appropriate rate of return 

to be applied to the Rate Base. 

HOW IS THIS CHARGE CALCULATED? 

There are four variables to the calculation that are discussed below. Illustrative 

calculations in support of the Company’s proposal are attached as Exhibit SM-1. 

The first variable is the additional capital that EWAZ identified as potential projects to 

invest in the five-year period subsequent to the close of the transaction. At this time, the 

potential projects have been estimated at approximately $1 .O million 
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The second variable is the premium on the estimated $1 .O million the Company plans to 

invest in the first 5 years after the close of the transaction. EWAZ is seeking additional 

revenue based on the revenue requirement of a 20 percent premium on the first five years 

of capital investment also referred to as an Acquisition Incentive. The Acquisition 

Incentive as proposed would be charged to customers for a finite period of time. 

The third variable is the rate of return. The Company’s illustrative calculation in Exhibit 

SM-1 uses a 10 percent return on equity (“ROE”) to determine the overall cost of capital 

(the ROE would be updated in the rate case application discussed above). As illustrated 

in Exhibit SM- 1, that results in a rate of return (ROR) of 6.74 percent. The actual ROR 

to be used for this calculation would be determined in the rate case filing to implement 

recovery of the new investment. 

The first three variables produce a revenue requirement of $22,107 that the Company 

would recover from its customers. 

The fourth and final variable is the length of time the Company would be allowed to 

place a small charge on customer’s monthly bills, to recover the Acquisition Incentive 

revenue requirement of $22,107. The Company has proposed a 15 year period, in which 

the Company would collect approximately $33 1,608 in revenues or $200,722 in 

operating income in its illustrative calculations. As explained below, this amount would 

not be included in the calculation of rate base in future rate proceedings. 

P. WHAT IS THE ACCOUNTING TREATMENT PROPOSED BY THE COMPANY 

FOR THIS MECHANISM? 
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i. 

:V. 

3. 

4. 

Upon approval of the transfer of assets to EWAZ, the price paid in excess of rate base 

will be recorded to a Regulatory Asset balancing account. This account will NOT be 

added to the calculation of rate base for any future rate proceedings as Staff supposes. 

EWAZ does not intend to earn a return on the premium paid. The surcharge (as 

calculated above) would be collected from customers monthly via their normal cycle 

billing. The regulatory asset would be credited monthly and reduce slowly over time (1 5 

years in the Company’s proposal). The Company would report this balance to the 

Commission on an annual basis. The charge to customers would end upon the earlier of 

1) depletion of the regulatory asset or 2) 15 years. See Exhibit SM-2. 

RESPONSE TO STAFF AND RUCO REGARDING CREATION OF A 

REGULATORY LIABILITY FOR ACCUMULATED DEFERRED INCOME 

TAXES (“ADIT”) 

STAFF AND RUCO BOTH RECOMMEND THE CREATION OF A 

REGULATORY LIABILITY IN RELATION TO GLOBAL’S ADIT BALANCE. 

HOW DOES THE COMPANY RESPOND? 

EWAZ is opposed to the creation of a Regulatory Liability on Willow Valley’s 

regulatory ledgers valued at the updated balance upon close. Stail’s is imputing the value 

of ADIT and reclassifying the ADIT balance as a regulatory liability. If approved this 

action sets in place a policy which will have a negative impact on the consolidation of 

small water systems in the State of Arizona, because it may make it more difficult to 

reach a satisfactory purchase price. In fact it is not at all certain that the parties to the 

asset transfer contemplated by this Application will be able to close the transaction if the 

ADIT-associated Regulatory Liability as proposed by Staff and RUCO is included in the 

final order. Also, if this policy is adopted by the Commission, consistent treatment of 

both ADIT asset balances and liability balances must be utilized. 
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If Staffs recommendation is adopted, however, EWAZ recommends that amortization of 

this liability commence immediately upon transfer, at a rate of 14.3% per year for 7 

years. This amounts to approximately $3,175 on December 3 1,201 4’s balance which 

will be updated upon close. The 7 year amortization is based upon the Company’s 

analysis of Global’s ADIT balance. The response to Staffs data request number GWB 

1.6 demonstrates that Global’s net ADIT balance declined from $367,598 to $260,224 

between December 3 1 , 20 1 1 and December 3 1 , 20 14, or $35,79 1 per year. Therefore, a 7 

year amortization at $37,175 per year is appropriate. 

RESPONSE TO STAFF’S CALCULATION OF PURCHASE PRICE AND 

PREMIUM PAID 

DOES THE COMPANY HAVE ANY ISSUES, BEYOND STAFF’S PROPOSED 

TREATMENT OF ADIT, WITH STAFF WITNESS GERALD BECKER’S RATE 

BASE CALCULATIONS? 

Mr. Becker incorrectly subtracts customer security deposits from rate base. Mr. 

Becker’s calculation on page 8 of his testimony reduces the $1,964,397 he 

calculated by $3 1,898 (the amount of customer security deposits held by Willow 

Valley) resulting in his erroneously calculated rate base of $1,932,499. If Mr. 

Becker’s intent was to reflect the fact that the Company will not be acquiring the 

customer security deposits, as provided under the terms of the purchase 

agreement, Mr. Becker should have added the $3 1,898 instead of subtracting that 

amount. 

STAFF STATES THERE IS AN UNEXPLAINED DIFFERENCE OF $11,513 IN 

THE NET PLANT AMOUNTS PROVIDED BY EWAZ. HOW DO YOU 

RESPOND? 

1805533-1 
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The response to data request number RUCO 2.08, attached as Exhibit SM-3 and 

delivered to Staff on June 26,201 5 ,  explains the differences in the net plant for Willow 

Valley. The $1 1,5 13 is made up of three components: 1) EWAZ has agreed to purchase 

Willow Valley’s Construction Work in Progress (CWIP) of $19,767, which is not 

typically included in the calculation of Rate Base, 2) EWAZ has excluded assets with a 

net book value of $8,255 from its purchase, and 3) the net plant includes a correction of 

($780) to the Accumulated Depreciation balance. The amount of these three previously 

explained differences is $1 1,5 12. 

WILL GLOBAL FILE A REVISION TO THE ANNUAL REPORT TO THE 

COMMISSION REFLECTING THE DIFFERENCE IN THE ACCUMULATED 

DEPRECIATION BALANCE? 

Yes. EWAZ has asked that Global revise its Annual Report to the Commission to reflect 

the correct Accumulated Depreciation balance and they have advised the Company that 

they will make that revision. 

RESPONSE TO STAFF’S RECOMMENDATION REGARDING 

CUSTOMER SECURITY DEPOSITS 

STAFF RECOMMENDS THAT EWAZ ASSUME THE CUSTOMER SECURITY 

DEPOSITS HELD BY WILLOW VALLEY. DOES THE COMPANY AGREE? 

No, EWAZ does not agree. Mr. Becker’s primary concern is the potential for increased 

bad debt, which could burden other customers in future rates cases. In E WAZ’s Mohave 

system, a few miles from the Willow Valley system, bad debt is less than 1% of 

revenues. EWAZ does not currently require its customers to pay a security deposit. In 

the Willow Valley system, customers are required to pay a security deposit of $1 10. 

EWAZ’s exemplary customer service, advanced website, disconnection policy, and 

1805533-1 
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?II. 

2- 

customer education and notification campaigns have made it unnecessary for EWAZ to 

implement and manage a costly, time intensive customer security deposit program. 

Deposit programs require programming to the billing platform, administration monthly to 

assure compliance with ACC rules on water including: deposit interest management, 

refunds to customers with 12 on-time payments, recollection after two late payments and 

processing refund checks to customers with a credit balance after final billing. These 

overhead cost savings will benefit Willow Valley customers under EWAZ ownership. 

Willow Valley customers will also be refunded their current security deposit by Global 

Water along with applicable interest within 30 days of the transfer of assets to EWAZ. 

Willow Valley’s balance sheet as of December 3 1, 20 14 listed customer accounts 

receivable of $1 1,694, customer prepayments of $28,883, and customer deposits 

of $3 1,898. This suggests that most Willow Valley customers prefer to prepay 

their bill, and should not also be required to submit a security deposit. 

RESPONSE TO STAFF’S CONCERNS ABOUT UNBALANCED CAPITAL 

STRUCTURE 

STAFF HAS RECOMMENDED PLACING EWAZ ON NOTICE THAT IT MUST 

ATTEMPT TO BALANCE ITS CAPITAL STRUCTURE. HOW DO YOU 

RESPOND? 

A. Staff suggests that EWAZ might attempt to support a 100% equity capital structure upon 

presentation of its next rate case involving Willow Valley. Staff’s concern appears to be 

predicated on treating the Willow Valley system as a stand-alone system and not as a 

division of EWAZ. The Willow Valley system will be owned by EWAZ and the 

prevailing capital structure of EWAZ at the time of any future rate case will be applied to 

Willow Valley. 

1805533-1 
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Q. 

A. Yes. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 

5805533-1 
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Exhibit SM-3 
Page 1 of 2 

COMPANY: 
DOCKET NO: WS-01303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: 
Title: 

Mike Liebman (Part 1) 
CFO, Global Water Resources, Inc. 

Add ress : 21410 N. lgth Ave., Suite 220 
Phoenix, Arizona 85027 

Response provided by: 
Title: 

Greg Barber and Sarah Mahler (Part 2) 
Controller and Manager, Rates & Regulatory 

Ad dress : 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 2.08 Page 1 of 2 

Q: Utilitv Plant in Service (“UPIS”) - Please reconcile the following two UPIS amounts 
identified on the following two pages in the Original and Supplement to the 
Application below: 

1. Original Application - Exhibit B on page 4 at the bottom line (Line not 
numbered) in the amount of $2,785,645; and 

2. Supplement to Application - Net Utility Plant in Service amount of 
$2,796,377 on page 4 at line 6. 

Please identify the source of the discrepancy between the amounts in 1 and 2 
above, which is a difference of $10,732. In addition, please provide the supporting 
account in g documentation that reconciles the d iffere n ce. 

A: 1. The $10,732 discrepancy between Original Application (Exhibit 6, Page 4) and 
the Supplement to Application is due to the following (see schedule below): 

a) $19,767 of Construction Work in Process is not included in Plant in Service 
in the Original Application, but is included in Supplement to Application as 
EPCOR is paying value for this asset. 

b) ($8,255) of miscellaneous assets, including computer hardwarekoftware 
and office furniture, Global Water and EWAZ agreed to exclude from the 
Purchase Price. 

c) ($780) of accumulated depreciation variance between Original Application 
and the Annual Report. 
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Exhibit SM-3 
Page 2 of 2 

COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: 
Title: 

Mike Liebman (Part 1) 
CFO, Global Water Resources, Inc. 

Address: 21410 N. lgth Ave., Suite 220 
Phoenix, Arizona 85027 

Response provided by: 
Title: 

Greg Barber and Sarah Mahler (Part 2) 
Controller and Manager, Rates & Regulatory 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 2.08 Pane 2 of 2 

Bridge from Original Application (Exhibit B Page 4) to Supplement to 
Application 
Net PP&E per Original Application (Exhibit B Page 4) $2,785,645 
Add: Construction Work in Process (CWIP) $1 9,767 
Subtract: Miscellaneous assets excluded from purchase price $(8,256) 
Subtract: Accumulated depreciation variance $(780) 
Net PP&E per Supplement to Application $2,796,377 

2. Please reference the table below for a reconciliation of the 2014 Willow Valley 
Annual report (Exhibit 8, p. 4) and the final acquisition value contained in the 
Supplement to Application. During the due diligence process, the parties 
agreed to exclude certain assets from the Purchase Price. The amount of 
those assets can be found in the attachment to this response labeled “Assets 
Reconciliation.xls”. The table copied below is also in that file. 

~ 

Final Rant 
Rantvalue Excluded Assets 

Nllow Annual Accurm!ated Total Adjusted 
Depreciation 
Olfference 

Rant Report (hh. B P4.) 
Description 

~ 

Orginal Cost $ 5,168,988 $ - $ 5,168,988 $ (22,879) $ 19,767 $ 5,165,876 

Accumhted Deprectatian $ (2,383,343) $ (780) $ (2,384,123) $ 14,624 $ (2,369,499) 

Net URS $ 2,785,645 $ (780) $ 2,784,865 $ (8,255) $ 19,767 $ 2,796,377 
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I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Introduction. 

Please state your name and business address. 

My name is Ron Fleming. My business address is 2 14 10 North 1 gth Avenue, Suite 220, 

Phoenix, Arizona 85027. 

By whom are you employed and what is your position? 

I am employed by Global Water Resources, Inc. (“Global”) as President and Chief 

Executive Officer. In that capacity, I oversee the operations of our Arizona utilities, 

including Willow Valley Water Co., Inc. (“Willow Valley”). 

Please describe your education. 

I earned my Bachelor of Science degree in Construction Management from School of 

Engineering at Northern Arizona University in 2003. My emphasis was on Heavy Civil 

Construction, with a minor in Business Administration. 

Please describe your professional background and experience. 

From 2002 to 2004, I worked as a project manager and project engineer for general 

contractors, supervising a number of significant projects. I joined Global as Senior Project 

Manager (2004 - 2007), where I provided project management for Global’s Maricopa 

region. During this time, I directly oversaw Global’s Capital Improvement Program for 

Santa Cruz and Palo Verde while they were some of the fastest growing utilities in the 

nation. In 2007, I was promoted to General Manager of the West Valley Region, where I 

had direct responsibility for the five utilities Global acquired from the former owners of 

West Maricopa Combine. From 2010 to December 2012, Lwas Global’s General 

Manager, Arizona, with direct responsibility for the operations of all of Global’s utilities in 

Arizona. In December 2012, €-ws-I was promoted to President of the Regulated Utilities 

1 
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Q. 
A. 

Q. 
4. 

Q. 
4. 

Division of Global. I was promoted to President and Chief Operating Officer of Global in 

June 201 3, and I became Chief Executive Officer in January 2015. 

I serve on the boards of the Maricopa Economic Development Alliance, the Pinal 

Partnership, and WESTMARC. I also have co-chaired the Water Resources Committees 

for the Pinal Partnership and WESTMARC. I am also a member of the board of Willow 

Valley. 

Have you previously testified before the Commission? 

Yes, I have testified or submitted written testimony in a number of Commission 

proceedings, including: 

The recent CC&N hearing for Global Water - Santa Cruz Water Company (Docket 

NO. W-20446A-14-0290); 

Our last rate case. (Docket No. W-O1212A-12-0309 et al.); and 

Arizona Water Company’s SIB proceeding (Docket No. W-0 1445A- 1 1-03 10) 

What topics will your testimony address? 

I will describe Globlal’s concerns with certain proposals of Staff and RUCO. I will also 

discuss the benefits of the proposed asset transfer to EPCOR Water Arizona (EWAZ). I 

will provide an overview of Global’s 2006 acquisition of Willow Valley, the numerous 

problems faced by the Willow Valley at that time, and the extensive efforts Global 

undertook to rehabilitate Willow Valley’s system. Lastly, I describe the current state of 

Willow Valley’s distribution system and the status of Willow Valley’s SIB program. 

Is Global presenting the testimony of any other witnesses? 

Yes. Paul Walker will testify regarding regulatory policy issues concerning water utility 

2 
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[I. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Q. 
A. 

consolidation, as well as specifically addressing Staff and RUCO’s proposals to create a 

regulatory liability related to Accumulated Deferred Income Taxes (“ADIT”). 

Concerns with Staffs and RUCO’s recommendations. 

Did you review the Direct Testimony submitted by Staff and RUCO? 

Yes, I have reviewed the Direct Testimony of Staffs witnesses Gerald Becker and Jian 

Liu, and RUCO’s witness Jeffrey M. Michlik. 

Do you have any concerns with the Staff and RUCO testimony? 

Yes. I believe that if the Commission adopts Staffs and RUCO’s proposals, it will be 

devastating to the cause of consolidation of water utilities in Arizona. 

What aspect of their testimony concerns you most? 

Their proposal to create a regulatory liability for EWAZ in the amount of $260,224 as an 

offset to EWAZ’s rate base. This is very significant in the context of Willow Valley’s rate 

base of approximately $2.2 million, as contemplated in the Asset Purchase Agreement. An 

11% reduction to rate base is significant; when also considering the fact that the ADIT 

liability must still be accounted for by Global in future tax filings. This is akin to a double 

accounting. If other companies face this issue of a significant cut to rate base due simply 

to an asset sale, it will become very difficult to financially justify pursuing any such deals. 

Mr. Walker will explain why this proposed regulatory liability should be rejected. 

Are there any other issues that concern you? 

Yes. I take issue with Mr. Becker’s statement that “Due to the state of the infrastructure at 

Willow Valley and Global’s failure to mitigate its water losses, Staff recommends that the 

Commission be mindful not to create an incentive for those who fail to maintain water 

3 
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Q. 
A. 

111. 

Q. 
4. 

systems to propose to sell those systems at an amount in excess of its rate base.” (Becker 

Direct, page 4, line 23 to page 5 ,  line 1). 

This statement gives the wrong impression. Global certainly has not failed to maintain 

Willow Valley. Indeed, Global invested approximately $3.3 million into new 

infrastructure for Willow Valley after the acquisition in 2006. Willow Valley has lost 

money each year we have owned it. Even though Global has not earned a return on its 

investment due to regulatory lag and a prolonged rate phase-in, it continued to invest 

heavily in Willow Valley. The problem is simply the deplorable condition of the system 

when we purchased it. There are certainly many more improvements that can be made, but 

Global’s efforts to improve the system have been significant. 

Do you agree with Mr. Becker’s implication that the purchase price is too high? 

Not at all. Not even considering the purchase price Global paid in 2006, Global invested 

nearly $3.3 million in capital improvements for Willow Valley. The purchase price under 

the Asset Purchase Agreement is $2,494,834, much less than Global has invested in this 

Willow Valley. 

Benefits to customers of the asset transfer to EWAZ. 

Will the asset transfer benefit Willow Valley’s customers? 

Yes. Willow Valley is over 200 miles from Global’s headquarters in Phoenix, and even 

farther from our main service areas in Pinal County. Currently, we only have three 

employees located in Willow Valley, and any additional help is over 200 miles away. In 

contrast, EWAZ has water systems only a few miles away. This means in any emergency 

or outage event that requires resources beyond that of the direct personnel, that EWAZ can 

provide a much quicker response with additional resources. In addition, having a pool of 
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nearby employees means that if a worker is on vacation or sick another employee can 

easily be shifted over to cover. 

Moreover, EWAZ should be able to realize economies of scale that will ultimately benefit 

ratepayers. As Staff witness Mr. Liu explains, “EWAZ has a significant presence in the 

Mohave County area which should result in economies of scale savings for Willow Valley 

in the future.” (Liu Direct, Exhibit JWL, page 1). 

Willow Valley is a fairly small system, with approximately 1,600 customers. In contrast, 

EWAZ’s Mohave and North Mohave systems have approximately 19,000 customers.’ The 

reality is that while we are confident in the work and manner in which we improved and 

currently operate Willow Valley, EWAZ can operate Willow Valley more effectively and 

efficiently. That is not to say Global cannot get the job done; we are operating Willow 

Valley in compliance with all regulatory requirements, and we will continue to do so if the 

transaction is not approved by the Commission or if a closing does not occur. But the fact 

of the matter is that EWAZ’s larger local footprint gives it an advantage that we cannot 

match locally; that is why the transaction makes sense for Global, EWAZ, and Willow 

Valley’s customers. 

While Global has been able to successfully manage this system, and as the record shows, 

dramatically improve the quality of the infrastructure and the service; it is also true that 

proximity matters and EWAZ will be able to more easily oversee and manage the system. 

Q. 

A. 

Are there potential financial benefits to ratepayers? 

Yes. I have already explained that EWAZ will likely release operational efficiencies and 

’ According to Decision No. 74174 (October 25, 2013), EWAZ’s Mohave System had 
approximately 1 7,000 customers, and the system acquired from North Mohave Valley Corporation 
had approximately 2,000 customers. 
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Q. 
A. 

[V. 

Q. 
4. 

Q. 
9. 

economies of scale upon closing. In addition, as Mr. Becker explains, EWAZ “has a 

capital structure that is more favorable to the ratepayers”. (Becker Direct at page 10, line 

9). 

What about infrastructure improvements? 

As I understand it, EWAZ has pledged to invest $1 million in infrastructure improvements 

in Willow Valley (over and above the SIB projects), as part of its acquisition premium 

proposal. Global has no plans for a similar program. In light of the many years of 

financial losses experienced by Willow Valley, combined with having already plowed 

nearly $3.3 million into Willow Valley, with no return on this investment, we simply 

cannot financially justify further investment on this scale in Willow Valley. Of course, if 

Global retains ownership, we will continue to ensure that Willow Valley meets all 

regulatory requirements and we will make the investments necessary for that to happen. 

But the system could benefit from very significant investments, and EWAZ’s $1 million 

would no doubt be very well spent. What EWAZ is proposing is a rapid advance and 

escalation of investment into Willow Valley. This is going to result in a more rapid 

approach to the attaining the goal that Global, EWAZ, and the Commission share: A 

system operating at maximum performance with maximum efficiency for the benefit of the 

customers. 

Global’s stewardship of Willow Vallev. 

When did Global acquire Willow Valley? 

Willow Valley was part of the stock purchase of West Maricopa Combine (“WMC”). 

What was WMC? 

WMC was a holding company that owned five utilities: Valencia Water Company; Water 
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Q. 
A. 

Q- 
4. 

Utility of Greater Buckeye; Water Utility of Greater Tonopah (WUGT); Willow Valley 

Water Co., Inc. and Water Utility of Northern Scottsdale. Global purchased WMC in the 

summer of 2006. After Global took possession, we discovered numerous serious problems 

in these companies, including Willow Valley. 

Please explain some of the problems Global discovered upon buying WMC. 

The condition of WMC’s systems was deplorable. There were rocks used to keep open 

electrical breakers, and bungee cords were used to close high voltage electrical panels. 

The Valencia system lacked adequate capacity, which required us in the first summer post- 

acquisition to shut off service to large non-potable irrigation customers to ensure there was 

sufficient water for homes. In certain areas, distribution systems were in very poor 

condition, and many remain that way as it will require significant additional investments to 

rectify. 

WMC had taken some steps towards complying with the EPA arsenic standards, but 

overall they were not prepared and could not secure the necessary funding. Some of the 

treatment systems that they did design and install, functioned poorly. We upgraded them as 

possible, but often it is impossible to dramatically improve poorly engineered and 

constructed systems once in-place, as this would require total replacement. In other 

locations, we had to scramble to design and install treatment systems to meet the EPA 

arsenic requirements and fast approaching deadline to comply with the rule. 

What about Willow Valley in particular? 

Willow Valley was the most troubling situation. We discovered that under the former 

management, Willow Valley providing non-chlorinated drinking water in an unlooped 

distribution system in an area that had a history of coliform events. This created a 

significant public health risk. Former management concealed this situation by tampering 
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Q- 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

with water samples, and by filing false reports or failing to file necessary reports with the 

relevant regulatory authorities. This situation was totally unacceptable. 

What did Global do? 

We immediately began chlorinating the Willow Valley system. We then began a 

significant effort to correct the severe water quality and infrastructure issues in Willow 

Valley. 

What other issues did Global discover? 

There were significant compliance problems. Under former management, WMC failed to 

issue required public notices, failed to complete required Customer Confidence Reports 

(CCRs), failed to adequately monitor their systems, and failed to file required reports. 

What occurred when Global began chlorinating the water in Willow Valley? 

The chlorine reacted with the naturally occurring high levels of iron and manganese in the 

water and deposits of these minerals that had built up overtime within the distribution 

system due to lack of proper treatment - the result was the drinking water turned brown, 

literally the color of Coca Cola. 

What other issues did Global encounter in Willow Valley? 

The distribution system was in poor condition. The distribution system emplaced by 

earlier owners was often found to be substandard. Because of the high iron and manganese 

concentrations in the area’s source water (that was not properly removed with beneficial 

treatment techniques by prior owners), those pipes had become highly congested with iron 

and manganese deposits. A 6” inch diameter pipe had a 2 - 3” usable space left within the 

interior of the pipe. This also resulted in system pressure issues. 
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Q. 
A. 

How did Global deal with this issue? 

First, you must start at the source as to eliminate the continued introduction of the minerals 

into the distribution system. So in 2007 and 2008, Global built new iron and manganese 

removal systems at the production facilities. This was part of a multi-year, multi-faceted 

approach to eliminate the water aesthetic and quality issues. Here is an outline of the plan 

that was executed: . 
. Installed new chlorine injection systems that help ensure water is properly disinfected. 

Installed auto-dialer alarm systems that notify our staff in the event there are 

operational issues at our facilities. This helps prevent service outages. 

Identified all existing water lines and performed Hydraulic Modeling to establish 

distribution system performance. This assists in planning system improvements to 

maximize benefits to the system as a whole. 

Installed automatic flushing devices and operate an active flushing program to reduce 

the built up iron and manganese accretion in the water pipelines. 

Completed the Unit 17 Water Distribution Center (WDC) Improvement Project. The 

project included a new iron and manganese removal system along with a new water 

source, and complete electrical/mechanical upgrades. These new facilities have 

improved water clarity and reliability of service. 

Completed the Cimmaron WDC Improvement Project. The project included complete 

site improvements and upgrades to the existing iron and manganese removal systems 

and electrical/mechanical systems. These rehabilitated facilities will improve water 

clarity and service reliability for the Cimmaron Development. 

Installed new control valves in strategic areas as to improve our ability to re-direct 

water, isolate line breaks, and reduce the number of customers affected by failures. 

Finally, recently we completed additional treatment upgrades to address the remaining 

water aesthetic and compliance issues, as discussed below. 

. 

. 

. 

. 

. 

. 
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Q. 

A. 

Q. 
A. 

Beyond these improvements that were required immediately, it remains clear that the 

remaining pipeline system must be replaced. Willow Valley will need to install new water 

mains, water line loops, and install new valves where needed to eliminate frequent line 

failures and to improve service reliability. 

Additionally. as one important element of addressing water loss issues and to improve 

customer service and staff safety concerns (meters in Willow Valley are mostly located in 

the backvards of customers which historically required utility personnel to access back 

yards which is never a good situation if it can be prevented), in 2010 Global replaced each 

and every customer meter with a new Neptune meter and a Fixed Network Meter reading 

system. This advanced system allows Global to continuously read customer usage from 

remote locations for billing. customer inquiry, and troubleshooting activities. The system 

also includes leak detection and other abnormal usage alert capabilities. In addition to 

these benefits. it greatly reduced the need to access utility meters through customer 

property. 

What other improvements did Global make to Willow Valley’s treatment and 

production systems? 

Ongoing issues in the Willow Valley system required a number of treatment upgrades. In 

December 201 1, Willow Valley completed chlorine dioxide generator facility 

improvements to the Unit-17 and Cimarron water production sites, as well as instituting a 

corrosion control chemical system. The treatment upgrades were necessary to ensure that 

the systems meet the requirements of EPA’s Lead and Copper Rule, as well as 

Disinfectants and Disinfection By-products rules. 

Why were these improvements needed? 

As already noted, when Global acquired the Willow Valley system in the summ.er of 2006, 
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the system was in poor shape and was not chlorinated. Chlorination is standard practice 

for Global Water in order to protect public health, and so chlorination was initiated 

immediately, which in turn resulted in immediate water aesthetic issues. 

As chlorine can act as both a disinfectant and oxidant, the Willow Valley system has 

experienced a number of challenging water quality issues associated with oxidation of high 

concentrations of iron, manganese and total organic carbon (TOC) levels in the source 

water. In order to address the original water quality challenges related to discoloration due 

to the reaction of high concentrations of iron and manganese with chlorine, 

oxidatiodfiltration units were installed at the groundwater sources in 2007 and 2008. 

Additionally, in 2009, the Federal Environmental Protection Agency (EPA) enacted the 

Groundwater Rule of the Safe Water Drinking Act (SWDA). In response to the 

requirements of this rule, Global installed continuous monitoring to ensure the necessary 

chlorine residual is maintained at all times. 

Although aesthetic water quality was improved, compliance issues related to copper 

corrosion and high total trihalomethane formations resulted. To resolve these issues, in 

2010 a corrosion control study was conducted. This study concluded water corrosion 

chemistry can be affected by groundwater treatment techniques. In the case of Willow 

Valley, incidental cuprosolvency (copper solvency) is caused by a number of factors 

related to the treatment and disinfection of groundwater. For this system, slow oxidation 

reactions due to organically bound metal compounds caused by high levels of TOC in the 

raw water source, are caused by extended use of oxidants related to iron and manganese 

removal. Coupled with the incidental aeration and increased Dissolved Inorganic Carbon 

(DIC) concentration5 related to the iron and manganese filtration process, these factors are 

the leading causes of increased copper solvency of the water. To offset cuprosolvency 
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effects of the water in the Willow Valley distribution system, the following improvements 

were required to be implemented: 

Oxidant levels must be managed in the distribution system. 

0 Oxidant levels must be managed in the pretreatment process of the iron and 
manganese filtration process. 

TOC compounds must be oxidized and removed prior to disinfectant application. 

Chlorine compounds must be managed in the distribution system. 

Chloride compounds must be reduced to allow alkaline components to provide 
naturally occurring protective films between the contact water and exposed metal 
piping. 

These areas were effectively addressed utilizing the following process changes and/or 

capital improvements: 

Add oxygen scavenging inhibitors to reduce available dissolved oxygen and in 
turn, reduce oxidation potential of the contact water. 

Change pre-oxidant chemical for TOC, iron and manganese removal to non- 
chlorine base oxidant. 

Improve pre-oxidation techniques by adding in-line static mixers to improve 
oxidation efficiency. 

Move chlorine disinfectant to the discharge side of the pressure boosting station. 
Improve disinfectant dispersion by adding an in-line static mixer to the booster 
station discharge piping. 

Add corrosion control chemicals to offset damage to naturally occurring protective 
films from excessive chloride and sulfate concentrations, and sequester iron and 
manganese concentrations in the finished water. 

Reduce pre-oxidant requirements and improve TOC, iron and manganese removal 
through the addition of manganese dioxide, manganese greensands or other filter 
media as required per site. 

Remove excessive chloride and/or sulfate levels of the source water through 
additional treatment techniques. 

These recommendations led to bench scale piloting of alternative oxidants in 201 1 

including chlorine dioxide, and potassium permanganate, as well as corrosion control using 

two polyphosphates which were evaluated to resolve the water quality issues. 
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Q. 
A. 

Additionally, a field pilot study included: 

THM Control - Alternative liquid chlorine dioxide oxidant system replacing the 
sodium hypochlorite oxidant; 

Disinfection control - chlorine gas replacing the sodium hypochlorite disinfectant 
system; 

Corrosion control - Tetrasodium Pyrophosphate Corrosion inhibiting chemical feed 
systems; and 

Solids Handling - Incorporate cone bottom settling tanks to improve solids capture. 

0 

0 

The following summarizes the documented water quality results of the resultant 

installation of chlorine dioxide generator facility improvements to the Unit-1 7 and 

Cimarron water production sites completed in December of 201 1. 

0 Total copper levels in the King Street Distribution System decreasing by as much 
as 6l%, and all lead and copper samples conducted in 201 1 and 2012 indicate 
compliance with regulatory standards. 

Total copper levels in the Cimarron Distribution System decreasing by as much as 
65%, and all lead and copper samples conducted in 201 1 and 2012 indicate 
compliance with regulatory standards. 

Total Organic Carbon (TOC) levels decreasing by as much as 11% 

Total Trihalomethane (TTHM) levels decreasing by as much as 41%, and all 
samples throughout the pilot program and in 2011 and 2012 indicate compliance 
with regulatory standards 

Iron removal - average of 98.8%. 

Manganese removal - average greater than 85%. 

0 

0 

0 

Since completion of these improvements, Willow Valley has been in full regulatory 

compliance. 

Overall, how much as Global invested in Willow Valley since it was acquired:Z 

From the purchase of WMC in the summer of 2006, through June 18, 2015, Global 

invested $3,296,326.63 in plant investments for the Willow Valley system. 
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V. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Update on distribution system and SIB mechanism. 

What about the distribution system? 

Due to the issues described above, Global focused on the urgently needed improvements to 

the production and treatment systems. Significant issues remain with the distribution 

system. 

Have there been any studies on what improvements would be beneficial? 

Yes, Global utilized a WIFA technical grant to study the Willow Valley distribution 

system. This study helped prioritize the areas that most needed and would provide the 

most benefit if replaced first. A copy of the study was attached as Attachment Fleming-3 

to my Direct Testimony in our 2012 rate case. Overall, the study determined virtually all 

pipelines (except for those in the smaller, newer residential development of Cimarron 

Estates) needed to be replaced through an ongoing replacement program. Global estimates 

the cost of main replacement program could reach $5 million. 

What about the SIB Mechanism? 

Global was part of the process of developing the original SIB Mechanism in Docket No. 

W-O144SA-11-0310. We proposed a SIB Mechanism in our 2012 rate case. In the rate 

case, we submitted the “Willow Valley Water Company Water System Engineering Report 

for System Improvement Benefit (SIB) August 2013”. This 40+ page engineering report 

included system maps, detailed engineering plans, and SIB plant tables for the proposed 

SIB projects, which were our highest priority distribution system projects. 

Have any SIB projects been completed in Willow Valley? 

No. After the Commission approved the SIB Mechanism (which didn’t occur until 

February of 20 14), Global began additional engineering and pre-construction work, 
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Q- 
A. 

Q. 
A. 

focusing on Project #1 for the SIB-Gordon Street Waterline. Willow Valley’s 

Engineering and Construction Staff conducted a thorough on-site data collection effort and 

concluded the finite details of the project-including the service lateral installation 

locations for each individual customer. During this on-site effort, Willow Valley’s staff 

contacted and met with the appropriate City and County agencies to discuss the details of 

the projects, obtain the required construction specifications, and determine the necessary 

permitting processes. The team compiled this information and hired an engineering firm to 

produce the detailed construction drawings-which were completed in late 20 14. These 

drawings will be submitted to a list of pre-selected contractors to obtain bids and award a 

contract for construction. 

Why have not SIB projects been constructed in Willow Valley? 

The original plan was to implement the first SIB project in 2015. However, ongoing 

litigation by RUCO with the ACC pertaining to SIBS created a risk that the SIB 

Mechanism would not operate as designed. In addition, as the Asset Purchase Agreement 

with EWAZ was negotiated, the parties made the determination that where possible, it 

would be best -to put a hold on skyd-l-major capital projects as it was determined best for 

the utility, its customers, and the Commission that these be implemented by the ultimate 

utility owner. However. under the Asset Purchase Agreement. Global does retain the 

option of proceeding with needed capital projects afier notifying; EWAZ. In practice. we 

would confer with EWAZ to see if we could reach consensus as to whether to begin a 

C i p .  

What is the current status of Willow Valley’s SIB mechanism? 

On October 20, 2015, the Commission voted to stay all of the SIB mechanisms, including 

Willow Valley’s, in light of a recent Arizona Court of Appeals decision. I understand that 

the Commission has asked the Arizona Supreme Court to review the matter. 
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Q. 
A. 

Q. 
A. 

Please summarize your testimony. 

Global has invested heavily in Willow Valley, but it’s true that more needs to be done. 

Global has been direct about this throughout the prior rate cases, and this docket. EWAZ is 

in a better position to make those investments. EWAZ has a much larger local presence, 

and upon closing, EWAZ should be able to achieve operational efficiencies and economies 

of scale. Moreover, EWAZ has a lower cost of capital. 

Staffs and RUCO’s proposed “regulatory liability” for ADIT should be formally rejected. 

It will create a strong disincentive for future consolidation. I urge you to review Mr. 

Walker’s testimony in this regard. 

Does this conclude your testimony? 

Yes. 

22149512.9 
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I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Introduction. 

Please state your name and business address. 

My name is Paul Walker. My business address is 330 East Thomas Road, Phoenix, 

Arizona 85012. 

By whom are you employed and what is your position? 

I am the founder, owner and President of Insight Consulting, LLC. 

Please describe your education. 

I have a Master’s Degree in Business Administration from the Thunderbird School of 

Global Management. I have a Bachelor’s Degree in Business Management from the 

University of Phoenix. I am a graduate of numerous U.S. Army schools, including the 

U.S. Army War College’s Combined Arms and Service School, the U.S. Army Officer 

Advanced Course (Transportation), and the U.S. Army Officer Basic Course (Military 

Police). 

Please describe your professional background and experience. 

From 2004 to present I have worked as a lobbyist and regulatory consultant for clients in 

the utility and energy sectors. I worked with Wall Street investment firms from 2004 to 

2009, conducting regulatory analysis of federal and state matters ranging from rate cases 

in numerous states, and evaluating liquefied natural gas export terminal feasibility. I 

have worked with several Arizona utilities, including Arizona Public Service, Tucson 

Electric Power, Arizona Water Company, Liberty Utilities, and, of course, Global Water 

Resources. Prior to that, I served as advisor to Commissioner Marc Spitzer at the 

Arizona Corporation Commission, and on Governor Jane Dee Hull’s Indian Gaming 
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Q* 
A. 

Q* 
A. 

compact negotiation team. I have also served on the Commission’s Power Plant and Line 

Siting Committee. 

Have you previously testified before the Commission? 

Yes, I have provided testimony in a number of Commission proceedings on issues such 

as regulatory policy, water utility acquisitions, utility financial issues, the System 

Improvement Benefit (bbSlE3”) mechanism, and other topics. Dockets where I have 

testified or submitted written testimony include: 

e 

e 

e 

Arizona Water Company’s SIB proceeding (Docket No. W-01445A-11-03 10); 

Global Water’s last rate case (Docket No. W-O1212A-12-0309 et al.); and 

Arizona Water Company’s Application to Extend its CC&N (Docket No. W- 

01 445A-03-0559) 

I have also given numerous presentations at regulatory workshops and industry meetings. 

Please provide an overview of your testimony. 

I will rebut Staffs and RUCO’s unwarranted and unprecedented proposal to create a 

“regulatory liability” for Accumulated Deferred Income Taxes (“ADIT”). I explain that 

this proposal should be rejected because: 

e 

e 

It is unprecedented and contrary to normal accounting; 

It is very poor policy, making utility consolidation much more difficult; 

e 

0 

It fails to recognize the tax consequences of the asset sale; and 

It also appears to violate federal tax normalization rules, which could result 

in serious negative consequences for EWAZ’s ratepayers. 

In addition, my testimony will describe the benefits of consolidation in the water utility 

industry, and then will describe some of the policy options available to the Commission. I 

will also respond to Mr. Michlik’s and Mr. Becker’s testimony on acquisition issues. 
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[I. 

Q. 
A. 

Q. 
A. 

Proposed regulatory liabilitv for ADIT. 

What is ADIT and how does it impact rate base? 

ADIT occurs due to differences between regulatory and tax accounting. The primary 

difference is in depreciation. For regulatory purposes, straight line depreciation is used, 

while accelerated depreciation may be taken in certain tax situations. This creates a 

temporary tax benefit to the utility, which is reversed over time as regulatory depreciation 

catches up to the accelerated tax depreciation. This temporary tax benefit is referred to as 

ADIT. For regulatory purposes, ADIT is considered a non-investor supplied source of 

capital, and is thus treated as a reduction to rate base. 

What happens to ADIT in an asset sale? 

Because the ADIT relates to the income taxes of the seller, it remains with the seller. No 

ADIT is carried over to the buyer, although the buyer will begin recording new ADIT after 

the purchase. 

However, because the seller no longer owns the assets that generate the depreciation, the 

taxes are no longer deferred; the regulatory and tax differences are trued up. In other 

words, the previously deferred taxes become due. 

Thus, ultimately, the ADIT will no longer exist, for either the seller or the buyer. Because 

the ADIT will not exist, it is not appropriate to recognize it for ratemaking purposes. 

Staffs and RUCO’s proposed “regulatory liability”, in essence, means pretending that 

ADIT still exists when it does not. 

In my experience, “pretending” and “accounting” are not things that go well together. 

Ratemaking should reflect economic realities, and the reality is that these taxes will no 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

longer be deferred. 

What about Staff’s and RUCO’s argument that the loss of the ADIT will harm 

ratepayers? 

Their analysis is incomplete and speculative. ADIT will not be the only thing to change. 

For example, as Mr. Becker notes, “EWAZ has a capital structure that is more favorable to 

the ratepayers.” (Becker Direct at page 10, line 9). Mr. Becker calculates the value of this 

change as $29,000 per year. In addition, the “value” of the regulatory liability of as an 

offset to rate base will be lower due to EWAZ’s lower cost of capital 

As Mr. Liu and Mr. Fleming testify, the Willow Valley system should also benefit from 

economies of scale under EWAZ’s ownership. Certainly, there will be less need to make 

the eight hour round trip from the Phoenix metro area to Willow Valley, given that EWAZ 

has a large operation with a number of employees in the Mohave County region. 

What are the policy implications of the proposed regulatory liability? 

The regulatory liability is very poor policy. That recommendation will not only’ end t i s  

transaction, it will establish a phenomenally high level of regulatory uncertainty that will 

make consolidating Arizona’s water industry impossible 

That’s a strong statement. Please explain. 

What Staff and RUCO are proposing is unprecedented-they are proposing to take a tax- 

related liability from one company and assign it to another company as a condition of 

acquisition. If this is upheld by the Commission everyone looking at purchasing an 

existing, ongoing entity will have to consider that every potential liability will be included, 

by regulatory fiat. In this transaction, we have an asset sale. Yet Staff and RUCO are 

proposing to go beyond the assets and into the stock ownership and assign a liability from 
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Q. 
A. 

Q. 
A. 

Q* 
A. 

the stockholders of the selling entity to the stockholders of the purchasing entity. 

How could creating a regulatory liability discourage water utility consolidation? 

As Mr. Fleming explains, the regulatory liability will significantly reduce rate base. And if 

rate base is significantly reduced each time a utility is sold, there will be significant 

disincentive for acquisitions of water utilities. Because the rate base will be higher before 

the sale than after, the utility will be more valuable in the current owner’s hands-even if 

the current owner has difficulties providing service, lacks access to capital, and is lacking 

in the technical and engineering areas. Basically, if this proposal is adopted, the 

Commission will be sending a strong message to both potential buyers of water utilities 

(including troubled water utilities), and sellers of water utilities, and that message will be 

“don’t buy any utilities” or “don’t sell your water utility”. That is not the message the 

Commission should send. 

Moreover, it would be a precedent that is interpreted to mean much more than ADIT. 

Water companies watch every major decision of the Corporation Commission to determine 

the regulatory environment. If the Staff and RUCO recommendation is upheld, water 

companies will certainly recognize that the Commission is going to go into every proposed 

acquisition with an eye toward stripping value from the deal. What next? Staff and RUCO 

are experts at many things, one of those things is finding ways to reduce rate base. But if 

that approach is rolled into acquisitions, then acquisitions will never occur. 

Is there any precedent for the proposed regulatory liability? 

I am not aware of any case where such a regulatory liability has been created. 

Are there other issues with the proposed “regulatory liability” regarding ADIT? 

Yes, it may create serious tax risks that could harm ratepayers. A similar situation 
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Q. 
A. 

occurred in an asset sale in Nebraska. The Nebraska Staff recommendeu transferring the 

ADIT fiom a prior owner to the new owner. That raised serious tax questions. Before I 

explain, let me issue the standard caveat: I am not an attorney, nor am I a tax accountant. 

I am not opining on the tax consequences raised by the forced transfer of ADIT from one 

owner to another-but with my experience assessing regulatory risk for Wall Street 

firms, and with advising utilities on regulatory risk, and with my experience in utility 

acquisitions, I find this to be a serious issue the Commission must consider. 

The Nebraska company’s Witness, Mr. Lovinger, appears to be highly knowledgeable on 

this issue and explained that the ADIT issue would violate IRS tax normalization rules. 

A copy of this testimony is attached as Attachment Walker-]. 

He explained that, “if the regulators were to require a flow-through of tax benefits or use 

the prior owner’s ADIT balance in the computation of rate base, this act would cause a 

violation of IRS regulations and the utility would be prevented fiom computing 

accelerated depreciation pursuant to IRC Section 168. As a result, ratepayers would pay 

higher rates in the future due to the increase in rate base caused by the loss of accelerated 

tax depreciation. Further, the utility would need to raise additional capital since it could 

not count on interest free loans generated from the use of accelerated tax depreciation.” 

(Lovinger Testimony at page 12). 

Do other authorities address the issue? 

Yes. Both the second edition of Professor Bonbright’s Principles of Public Utility Rates 

(1 988)(under the heading “Normalization verses Flow-Through of Accelerated 

Depreciation Tax Benefits”, pages 286 to 290) and Professor Charles F. Phillips, Jr.’s The 

Regulation of Public Utilities (1984)(under the heading “Interperiod Income Tax 

Allocation,” pages 267 to 273) discuss the historical debate between the flow through 
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A. 

Q. 
A. 

111. 

Q* 
A. 

method and the normalization method, and how the normalization method became 

standard due to Congressional action restricting the flow through method by prohibiting 

utilities from taking accelerated depreciation unless normalization is used. Copies are 

included as Attachment Walker-2 (Bonbright) and Attachment Walker-3 (Phillips). 

Are you testifying that Mr. Lovinger is correct? 

Again, I’m not a tax expert. But as a matter of regulatory policy, I am testifLing that the 

Commission should fully vet this issue and understand the consequences to EWAZ and 

its ratepayers before considering creating a regulatory liability for ADIT. Staffs and 

RUCO’s testimony do not address the tax normalization issue. 

Please summarize your testimony on the proposed regulatory liability for ADIT. 

The Commission should firmly reject the proposed regulatory liability. The proposal is 

unprecedented, and if adopted, would make future consolidation very difficult if not 

impossible. Moreover, the proposed regulatory liability does not reflect the economic 

reality that the tax deferral ceases upon the asset sale. 

Benefits of Consolidation of Water ComDanies, 

Why is consolidation of water companies important? 

Arizona water utility sector is highly fragmented. While there are a few large, 

sophisticated entities, the vast majority are small operations with limited technical, 

managerial or financial capabilities. Arizona’s multitude of small utilities are a constant 

source of problems. Some fail spectacularly, causing massive Commission involvement 

to clean up the mess - often requiring more capable utilities like Global to assume the 

role of “interim manager”. Others are time bombs waiting to go off - just one failed 

pump, ruptured tank or broken main away from collapse and without the resources to 
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Q. 
A. 

Q. 
A. 

respond to any problems. Still others limp along, lacking resources, expertise and 

economies of scale. Moreover, small utilities lack the capacity to build the regional 

infrastructure needed for sustainable water use and reuse. Similarly, many of the small 

water systems have difficulties meeting current drinking water regulations, and many 

more would be hard pressed to comply with new federal mandates. 

What benefits can larger companies provide? 

Larger companies simply have more resources, with engineers, accountants and other 

professionals on staff. Larger companies typically will have much better access to 

capital, with the potential to raise debt capital by issuing bonds, as well as term loans or 

lines of credit with major financial institutions. The same is true for equity capital; large 

companies may raise equity capital directly through the capital markets if they are 

publicly traded, or indirectly from parent entities or private investors. 

Are there other potential benefits to consolidation by a larger utility? 

Yes. Depending on the location of the acquired utility, there may be additional benefits if 

the purchasing utility has a system nearby. For example, a utility with a large system 

nearby could potentially interconnect the smaller company into its system. Or perhaps in 

the longer term, the smaller system could be included in future regional infrastructure 

projects. And even if the systems are not physically interconnected, there will be 

economies of scale from being part of a larger operation. For example, a single regional 

supervisor could oversee both the existing system and the smaller system. Another 

example is that the customers of the smaller system could have access to a call center, 

which could offer longer hours of operation, at a lower cost, than a single customer 

service representative for a small system. 
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[v. 

P. 
4. 

Q. 
4. 

Policies that can encourape consolidation. 

Are there policies that can support consolidation? 

Yes, there are numerous policies that could support consolidation. Some examples 

include acquisition adjustments, ROE adders, and allowing developers to pay for 

consolidation through ICFA agreements. There are many regulatory tools that can be 

tried. The problem is not the lack of tools, it is that the tools have stayed in the toolbox 

for decades. 

You said that these tools have stayed in the toolbox. Please explain. 

We have been talking about promoting consolidation through acquisitions for many 

years, but very little action has been taken. For example, in Global’s 2009 rate case, 

Staff‘s witness, Linda Jaress, testified that acquisition adjustments were a policy tool that 

could be used to promote acquisitions.’ But she testified that since the early 1 9 9 0 ’ ~ ~  she 

was aware of only two instances where the “policy tool” of acquisition adjustments were 

the Commission approved.2 She also testified that “the Commission has a long practice 

of not allowing acquisition  adjustment^"^. 

Similarly, in that case, the Staff recommended against using ICFAs as a means of having 

developers pay for consolidation; instead Staff recommended and the Commission 

approved treating approximately $60 million of developer money spent on acquisitions as 

CIAC. In Global’s 2012 rate case, the CIAC imputation was reversed, but Global was 

prohibited from ever using ICFAs again. 

Hearing Transcript, page 788, Docket No. SW-20445A-09-0077 et al. 

Hearing Transcript, page 792, Docket No. SW-20445A-09-0077 et al. 

I 

‘ Hearing Transcript, page 788 to 790, Docket No. SW-20445A-09-0077 et al. 
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Q* 

A. 

Q. 

A. 

Q. 

A. 

Mr. Michlik refers to the 2001 Staff Proposed Policy on Acquisitions. How do you 

respond? 

That proposal was part of the Commission’s 1999 Water Task Force. I am shocked that 

Mr. Michlik referred to the proposed policy favorably. Frankly, the 1999 Water Task 

Force was a disaster as a policy initiative. A huge amount of effort went into the Task 

Force, both fiom the Staff and the industry. The Water Task Force came up with many 

good ideas, but few of them were ever implemented. The Staff Proposed Policy was never 

adopted by the Commission. The Task Force Report recognized the need for changes in 

Arizona’s regulatory system, but those changes never came. 

Mr. Michlik also refers to the RUCO / Responsible Water White Paper on 

Acquisitions. How do you respond? 

As a co-author of the report (with Pat Quinn when he was RUCO Director), I am proud of 

the work we did. But this too was a complete failure. RUCO backed out of the report, and 

the recommendations in the report have not been adopted. 

Furthermore, Mr. Michlick was careful to only cite the portions of the white paper that 

bolstered his argument. I would like to bring the Commission’s attention to other 

portions of the white paper that do support the policy reasons that support the acquisition 

and EWAZ’s proposal to enact a new approach, a new tool, for incenting consolidation. 

What portions of the white paper that you co-authored with Mr. Quinn support the 

acquisition and EWAZ’s recommended approach to dealing with the acquisition 

premium? 

First and foremost, in Section One: The Policy and Factual Landscape of Arizona Water 

states that there are three major forces that confront the Arizona water industry: 

Economic Facts, Environmental Reality, and Regulatory Principles. Mr. Quinn and I 
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Q* 

A. 

Q. 

A. 

explain that those three forces have an interplay with each other - economic facts and 

choices shape regulatory policy, environmental reality shapes regulatory policy and 

affects economic facts. The three major forces all work in relation to each other, 

constantly, to define the world for Arizona water companies. 

What economic facts did you discuss in the paper as having an effect on 

consolidating the industry? 

Economies of Scale and Small Firm Capital Attraction challenges are persistent 

economic facts that affect the long-stated policy goal of the Corporation Commission to 

incent and encourage the consolidation of Arizona’s highly fragmented water industry. 

How does Economies of Scale relate to the proposed transaction between EWAZ 

and Global Water? 

In the discussion of Economies of Scale, we wrote: “A utility requires not just the day-to- 

day operational staff; it also requires a management team to oversee the accounting, 

capital improvement plans, financing, environmental compliance and reporting, human 

resources, and investor relations.” 

In this transaction, the management team that will oversee the capital improvement plans 

and projects of Willow Valley will be located much closer to Willow Valley. While it is 

true that the other elements of Economies of Scale are largely distance indifferent, when 

it comes to overseeing construction there is no substitute for “boots on the ground”. 

EWAZ has operations within a few miles of Willow Valley, Global’s management is 

located 200 miles away. By no means am I suggesting that Global cannot oversee 

construction projects, but it is indisputably true that EWAZ will be able to react to and 

travel to construction challenges and sites much, much more quickly and easily than 

Page 6 
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Q* 
A. 

Q* 

A. 

Q. 
A. 

Global. This benefits customers because if and when problems arise, EWAZ will be able 

to put “boots on the ground” almost immediately. And with the looming infrastructure 

needs and the scope of the construction required in Willow Valley, that will matter. 

How does Small Firm Capital Attraction Challenges relate to this transaction? 

Global has already invested over $3 million into the Willow Valley system, as Mr. 

Fleming explains in his testimony. This investment has had an incredible impact in 

improving the system for the customers. Yet, as Mr. Fleming also explains, the 

distribution system itself is in need of significant capital investment. EWAZ proposes, in 

this transaction, to invest $1 million into Willow Valley to address this need - as a result 

of EWAZ’s proposal, Willow Valley will be able to address and resolve that challenge 

much more quickly. 

The second “major force” that you and Mr. Q u h  described was “Regulatory 

Principles”, how does that section of the white paper relate to this transaction? 

We wrote that “There are three key regulatory principles that must be strictly adhered to 

should Arizona move forward with a policy and incentives to encourage consolidation of 

the Arizona water and wastewater industry: Cost Causation, the Equity Principle, and 

Sustainability .”’ 

How does the issue of Cost Causation relate to this transaction? 

We then wrote, “The reality is this: Consolidations and Acquisitions come with costs - 

and those costs must be recovered in a fair and manageable manner ... Investors and 

customers are, quite literally, in the same position here: Both can benefit from a stronger, 

more consolidated industry, the key is to understand how to balance these, costs.”6 

Page 8 
Ibid 
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Q. 

A. 

ln the transaction, the acquisition price reflects a premium that cost is real, EWAZ will 

have to pay Global more than the book value of Willow Valley. For the customers to 

gain the benefits of management more proximate and a $1 million program of 

improvements to be enacted in the near term, the acquisition premium is a real cost. 

Do the other principles relate to this transaction, Le., the Equity Principle and 

Sustainability? 

They do tie in as we describe in the following section: “If done correctly, establishing a 

consolidation enabling fiamework for Arizona water companies will integrate these three 

principles in a more holistic way. First, the true cost of one’s water system may be hidden 

from customers if needed upgrades are not made or systems are neglected. Second, 

equity is a principle that is dependent on one’s time horizon. In the medium to long run, 

the consolidation of two water systems may bring resiliencies and efficiencies that 

overcome short run inequities. Third, sustainability comes when the true long run costs of 

operating a successful water system are recovered and allocated within a system that is 

resilient and efficient. Smart consolidation between companies should leverage all three 

of these principles in a way that delivers long-term net benefits to all ratepayers 

involved.” 

EWAZ’s proposal to invest $1 million in the near term will result in beneficial upgrades 

for the customers; in the medium to long term the consolidation and proximity of 

EWAZ’s existing systems should bring resiliencies in staffing and efficiencies in 

management; and the result will be a system that is more resilient and efficient. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

The final “major force” that you and Mr. Quinn wrote about was Environmental 

Reality. How does that relate to this transaction? 

In our white paper we cautioned against viewing consolidation as a “least cost” option - 

in the long term, it will be the least cost. But in the near term, we wrote that “While 

economies of scaled [sic] will provide downward pressure on prices and rates, it must be 

clearly understood that consolidating and strengthening Arizona’s water infrastructure 

will be a massively expensive effort that will take decades. So, economies of scale and 

consolidation will not result in decreasing rates in the near term - they will only provide 

downward pressure as Arizona deals with, and invests in, its 21” Century water 

challenge. Drought, volatile and diminished Colorado River supplies, desalination, 

reclaimed water and increased monitoring and conservation efforts are each costly, and 

all necessary and prudent to secure Arizona’s water fhture.” 

Likewise, Mr. Michlik brings up the March 19,2012 Staff Report in the generic water 

financing docket. Please respond. 

This report was the result of a series of workshops that the Commission ordered in 

Decision No. 71 878, the order in Global’s 2009 rate case. Workshops were held in 201 1 .  

Again a great deal of industry and Staff effort went into this process. And again there was 

no result. The Staff Report acknowledges that acquisition adjustments can be an 

appropriate policy tool, yet it notes that only two have been approved by the Commission. 

[Report at page 31. Again a report has been produced, only to gather dust on the 

bookshelves. 

What about the specific limits on acquisition adjustments proposed in the Staff 

Report? 

These seem quite restrictive. In particular, the requirement to wait for a rate case to find 

out whether an acquisition adjustment has been approved does not seem appropriate. In 
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Q- 

A. 

Q* 
A. 

Q. 

4. 

many cases, whether the acquisition adjustment is approved will drive the economics of 

the deal, and the decision to close the deal or not would then depend on the approval of the 

acquisition adjustment. 

Were the recommendations of this Staff Report adopted in Global’s subsequent rate 

case? 

No. 

Is there a regulatory principle that supports allowing acquisition adjustments? 

Yes. Professor Bonbright, in his classic treatise, Principles of Public Utility Rates, stated 

in Chapter XII, Original Construction Cost Versus Subsequent Acquisition Cost, that “if 

the transfer ... was an essential, or at least a desirable, part of a program of integration, 

justified in the public interest for the purpose of securing operating efficiencies.. . a claim 

by the present company that its purchase of the acquired properties was, in effect, a 

devotion of capital to the public service, cannot be dismissed as without merit.” 7 6 

And furthermore, Professor Bonbright wrote in Chapter XIII, The Depreciation or 

Amortization of Acquisition-Adjustment Costs, that assuming the utilities commission 

found the acquisition was in the public interest (as earlier outlined) then the cost above 

book should be amortized - but “an arbitrary rate, such as characterizes accounting 

practice with respect to some intangibles, may be chosen.” 7 3 

Is Willow Valley taking a position on the EWAZ’s acquisition adjustment 

mechanism? 

While we are not taking a position on the specifics of EWAZ’s proposed mechanism, I 

think EWAZ’s proposal should be seriously considered. My point is that doing nothing 

will get us nothing. My good friend, David Tenney, the Director of RUCO, likes to quote 
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the maxim of college wrestling’s greatest coach, Dan Grable, who said “If nothing 

changes, nothing changes.” 

In the past 16 years, nothing has changed with regard to consolidating the Arizona water 

industry - meanwhile, Pennsylvania continues its consolidation approach and has gone 

from over 500 water companies to under 150. ICFAs were a phenomenal tool for allow 

developers to pay for water utility consolidation, and the RUCO Responsible Water white 

paper had numerous recommendations-neither was implemented and nothing changed. 

But if we try new things we will learn new things-and if we don’t try new things, as Mr. 

Tenney likes to say “nothing changes.” 

There current fragmented structure of the water utility industry is the result of the policies 

and practices of the Commission. Policy change must happen if a change is desired. 

There are plenty of policy options; what has been lacking is actual action on those options. 

22149636.6 
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1 1. EDUCATIONAL BACKGROUND AND PROFESSIONAL QUALIFICATIONS 

@ 2 Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

3 A. My name is Alan R. Lovinger and my business address is 1155 15th Street, NW, 

4 

5 Q. 

6 A. 

7 Q. 

a A. 

9 

10 Q. 

11 

12 A. 

13 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Suite 400, Washington, DC 20005. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am a Vice President with the firm of Brown, Williams, Moorhead 81 Quinn, Inc. 

WHAT SERVICES DOES THE FIRM OFFER? 

The firm provides technical and policy assistance to various segments of the natural 

gas, electric and oil industries on business and regulatory matters. 

PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND EMPLOYMENT 

EXPERIENCE. 

I graduated from Bryant University in 1965 with a B.S. Degree in Business 

Management. That same year, I enrolled in an MBA program at Texas Tech 

University majoring in Accounting. Prior to joining Brown, Williams, Moorhead & 

Quinn, I was employed by the Federal Energy Regulatory Commission as a Senior 

Accountant, for twenty-five years, from 1966 to 1969 and from 1976 to 1998. My 

work at the Commission primarily related to cost of service matters with an 

emphasis on income tax issues. I provided expert testimony on accounting and 

accounting-related policy matters before the Commission. I also presented expert 

testimony on cost of service matters and provided accounting and tax advice and 

assistance on various projects, including construction of facilities to serve new or 

expanded markets. 1 also represented the Commission in dealings with the Internal 

Revenue Service on income tax issues relating to tax normalization that arose in 

various rate proceedings and assisted the Commission on rulemakings for such cost 

of service matters as tax normalization, cash working capital, and post-retirement 

Benefits Other than Pensions. 
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Between 1970 and 1976, I was employed as an Internal Revenue Agent and 

in that capacity I was involved in the auditing of individuals, partnerships and 

publicly held corporations. 

It. PURPOSE OF TESTIMONY 

Q. 

A. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

I will address the IRS tax normalization rule and its impact on the appropriate level 

of Accumulated Deferred Income Taxes ("ADIT") used in the computation of rate 

base in this proceeding and I will explain why the computation is consistent with 

regulatory accounting regulations and requirements of the Internal Revenue Service 

Tax Normalization Rules. 

PLEASE EXPLAIN THE ISSUE RELATED TO THE COMPOSITION OF ADIT 

USED FOR RATEMAKING. 

The Internal Revenue Regulation $167 provides a deduction for a reasonable 

allowance for the exhaustion, wear and tear of using property in a trade or business. 

Section 167 cross-references Section 168 for determining depreciation deductions 

for most property placed in service after 1980. Section 168 was added in 1981 to 

provide for more liberal methods and lives than previously allowed under Section 

168. Section 168 was amended in 1986 and provides for the Modified Accelerated 

Cost Recovery System (UMACRS"). MACRS generally applies to tangible property 

placed in service after 1986. Both SourceGas Distribution and the previous owner of 

Q. 

A. 

SourceGas Distribution's assets used MACRS in the computation of depreciation 

expense in their respective income tax returns. For ratemaking and financial 

statement purposes, utilities use a straight-line method for determining depreciation 

expense. Consequently, the different methods of calculating annual depreciation 

expense for tax and financial purposes on utility depreciable assets produce what is 

commonly termed booMax timing differences. The current ratemaking method as 
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111. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

permitted by the NPSC is to recognize bookltax timing differences prescribed by 

Section 168 is tax normalization, 

BACKGROUND OF THE INTERNAL REVENUE SERVICE NORMALIZATION 
REQUIREMENT 

CAN YOU PLEASE EXPLAIN THE BACKGROUND OF THE INTERNAL 

REVENUE SERVICE NORMALIZATION REQUIREMENT? 

Yes. To understand the IRS Tax Normalization requirement, it is helpful to begin 

with the background of the rule. Congress enacted accelerated depreciation in 1954 

to encourage industrial expansion. Accelerated depreciation defers taxes that a 

company would otherwise pay. Congress perceived this deferral of taxes as an 

interest free loan, which art be used by companiras €or capital improvements and 

expansion that would stimulate the post World War I1 economy. 

HOW DID REGULATORY BODIES TREAT ACCELERATED DEPRECIATION 

AFTER CONGRESS ENACTED IT IN 19541 

Initially, regulators had two choices. They could choose either a Flow-through 

method of regulation or a Normalization method. 

COULD YOU EXPLAIN THESE TWO METHODS OF HANDLING ACCELERATED 

DEPRECIATION? 

Yes. Let me first explain the Flow-Through method. In this method, the regulators 

allow the regulated utility to collect in its cost of service for tax expense only what it 

actually pays. In the early years of an asset, the lower income taxes that result from 

accelerated depreciation Vow-through" to the utility's customers. In essence, the 

regulator gives the customers the government "loan" to use. Under this method, 

later customers will have to pay the higher tax bill because while accelerated 

depreciation results in lower taxes initially, ultimately those lower taxes are paid to 
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Q. 

A. 

Q. 

A. 

the IRS in the later years of the assets' useful life when less depreciation can be 

claimed for tax purposes. 

CAN YOU EXPLAIN THE OTHER METHOD KNOWN AS "NORMALIZATION"? 

Yes. Under the Normalization Method, the utility customers pay the same amount 

for tax expense in the cost of service that they would have paid had the taxes paid 

by the utility been calculated using straight line depreciation. Under this method, the 

utility collects from its customers more in taxes than it pays the IRS during the early 

years of the assets' useful life. The income tax effect of the bookltax timing 

difference is recorded in a deferred tax account. The deferred tax account for 

utilities subject to the Federal Energy Regulatory Commission's Uniform System of 

Accounts is Account No. 282, Accumulated Deferred Income Taxes - Other 

Property. The "deferred" taxes are removed from Account No. 282 in the later years 

of the asset life when the utility pays higher taxes to the IRS than it collects from its 

customers in rates. The point in time when the utility begins to drawn down on the 

ADIT associated with a particular asset is referred to as the "cross-over" point. 

SO UNDER THE NORMALIZATION METHOD, IS IT CORRECT THAT THE 

UTILITY KEEPS THE IRS "LOAN"? 

Not entirely. Under the Normalization Method, the utility does not keep the full 

advantage of the IRS "loan" because the amount of ADIT is deducted from rate 

base; however, the utility has the unrestricted use of the funds until the loan is paid 

back. The ratepayers share in the benefit of normalization because this cost free 

capital, ADIT, is used as a reduction to rate base; consequently, ratepayers do not 

pay a return on the funds that the utility received as a loan from the IRS. The 

utility's deduction of AOlT from rate base in later years decreases, after the "cross- 

over" period, as prior period deferred taxes are paid to the government. 
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1 Q. WHICH METHOD DID REGULATORS USE -THE FLOW-THROUGH METHOD 

2 OR THE NORMALIZATION METHOD? 

3 A. 

4 

For many years after Congress introduced accelerated depreciation, regulatory 

agencies did not hold consistent positions regarding rate treatment. Regulators 

5 

6 

7 

a 

9 

10 Q. 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

handled accelerated depreciation differently, depending upon how they viewed 

accelerated depreciation and whether the advantages of this “loan” should accrue to 

the customers or to the utility and depending upon the regulator’s view of the need 

to match the income tax allowance in the cost of service to the incurrence of the 

utility’s tax liability. 

DID THAT CHANGE? 

Yes. Ultimately, Congress became concerned that “flow-through” decisions by 

regulators, which passed on the tax deferral to the customers, resulted in a 

“doubling of the Government’s loss of revenue, from the use of accelerated methods 

of depreciation for tax purposes. This is because the flow-through of the tax 

reduction reduces the rates charged to customers, which in turn reduces the utility’s 

taxable income and therefore reduces its income tax. This second level of tax 

reduction is passed on to the utility’s customers, with the same effect.” H.R. Rep 94- 

413, 91st Cong., IST Sess. 1969,1969 U.S.C.A.N. 1645, 1969 WL 5895 at 121. 

Q. SO WHAT DID CONGRESS DO ABOUT THIS CONCERN RELATED TO FLOW- 

THROUGH TREATMENT BY REGULATORS? 

21 

22 

23 

24 

25 

0 26 

A. In the Tax Reform Act of 1969, Congress enacted a rule in Section 441 of the Tax 

Reform Act, which added 9 167 (I) to the Internal Revenue Code. This rule basically 

provided that if a taxpayer is taking accelerated depreciation and is not normalizing 

its deferred taxes, then it must use the straight line method when determining its 

depreciation expense for federal income tax purposes. Congress considered no 

longer permitting utilities to use accelerated depreciation. However, Congress 
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believed that removing accelerated depreciation from regulated utilities would place 

the utilities ai an unfair competitive disadvantage both in terms of the sale of their 

products and services and their attractiveness to equity investors. Id. at 122. The 

legislative history reflects that Congress intended to remove regulatory agencies' 

ability to require flow-through of deferred taxes. As stated in the legislative history, 

regulatory agencies "will be permitted to in effect force the taxpayer to straight line 

depreciation by not permitting normalization. The regulatory agency will not, in such 

cases, be permitted to require flow through of deferred taxes." Id. In other words, as 

a practical matter, Congress took away a regulatory agency's ability to order flow- 

through of deferred taxes by taking away the utilities' ability to use accelerated 

depreciation in the event the regulator ordered the flow-through method of 

accounting. 

Q. DID CONGRESS BELIWE THAT ACCELERATED DEPRECIATION WAS GOOD 

FOR BOTH THE UTILITY AND ITS CUSTOMERS? 

Yes. The 1969 tax change was at issue in a case that went to the United States A. 

Supreme Court. This case involved Texas Gas Transmission Corp.'s request for 

permission from the Federal Power Commission to use accelerated depreciation 

with normalization with respect to its post-I 969 expansion property. Federal Power 

Comm'n v. Memphis Light, Gas &Water Div., 41 U.S. 464, 93 S.Ct. 1723 (1973). 

The Supreme Court opinion discussed the fact that accelerated depreciation is good 

for both the customers and the company: 

"[Accelerated depreciation with] normalization in computing the tax 
allowance for rate purposes . . , offers more hope for stability of 
rates for its customers and more assurance that the company can 
earn its fair rate of return without future rate increases. Further 
benefits of normalization are that it will improve the company's 
before tax coverage of interest, thereby enhancing the quality of its 
securities, and that it will help alleviate present day cash 
shortages." Id at 465. 
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ARE YOU AWARE OF ANY ADDITIONAL SIGNIFICANT EVENT RELATED TO 

TAX NORMALIZATION? 

There are two other significant events: the Economic Recovery Tax Act of 1981 and 

the IRS Normalization Regulations. 

COULD YOU EXPLAIN HOW THE 1981 ACT RELATES TO ACCELERATED 

DEPRECIATION? 

Yes. The 1981 Act requires the normalization approach by regulators as a condition 

for accelerated depreciation by public utilities of post-1981 properties. S.Rep. 97- 

144, at 56 (1981), as reprinted in 1981 U.S.C.C.A.N. 105,161. The purpose of the 

1981 amendment was to provide an investment stimulus that Congress viewed as 

essential for economic expansion. Congress viewed accelerated depreciation as a 

way of increasing the profitability of investment and encouraging businesses to 

replace old equipment and structures with modem assets that reflect better 

technology. Congress was trying to restructure the depreciation deduction . . . as a 

way of stimulating capital formation, increasing productivity and improving the 

nation’s competitiveness in international trade. Id. at 1981 U.S.C.C.A.N. 105, 152. 

Congress was also trying to make the rules simpler. Id. The legislative 

history of the 1981 Act makes it clear that Congress viewed “deferred taxes” as an 

interest-free loan to the utility. Id. at 149. The utility is able to use this money in lieu 

of funds that otherwise would have to be obtained by borrowing or raising equity 

capital. Id. Thus, Congress did not want to allow accelerated depreciation unless the 

regulatory body used the normalization method to account for it. This is why the act 

states that the amount of capital that is deducted from rate base must not exceed 

the amount of the deferred taxes recorded in compliance with tax normalization. 
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1 W. IRS NORMALIZATION RULE 

2 Q. WITH THAT BACKGROUND, COULD YOU EXPLAIN THE IRS NORMALIZATION 

3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

RULE? 

Yes. The tax normalization method of accounting, Regulations Section 1.167(1)1 (h), 

requires a utility that uses accelerated depreciation to use the straight-line method 

of depreciation (a straight-line method that matches annual book depreciation 

expense, i. e. service life and rate) in computing its tax expense and its depreciation 

expense for purposes for establishing cost of service for ratemaking purposes. The 

Regulations further require the utility to calculate the annual tax effect of booMax 

timing differences and record the increase or decrease on its books in a deferred tax 

account. The Regulations further require that the ADIT balance be used as a 

12 

13 

14 

15 

16 

17 

reduction to the utility's rate base. 

However, if the regulator requires the utility to continue to carry an ADIT 

balance on its books when that ADIT balance has been eliminated, the utility would 

be prevented from using accelerated depreciation in current and future years. Thus, 

the utility would not get the benefit of any tax savings from accelerated depreciation 

and the cost free capital associated with the bookltiming difference. 

18 Q. 

19 

20 

21 A. 

22 

23 

PLEASE PROVIDE MORE DETAILS AS TO THE HARM A UTILITY WOULD 

INCUR IF IRS DETERMINED THAT A VIOLATION OF THE TAX 

NORMALIZATION RULES WERE TO OCCUR IN THIS RATE CASE. 

As stated above, Congress originally enacted the normalization rules to ensure that 

the capital formation benefits of accelerated depreciation be retained by the utility 

and for the ratepayer to benefit from reduced rates through the adjustment to rate 

24 base. The intent of the tax normalization is to prevent regulators from passing the 

25 benefits of accelerated depreciation to ratepayers by reducing the income tax 

allowance. The normalization rules dictate that accelerated depreciation deductions 
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Q. 

A. 

Q. 

A. 

Q. 

determined under Section 168 do not apply to any utility property if the taxpayer 

does not use normalization method of accounting. Tax normalization rules also 

require that ADIT reserve be reduced to reflect asset retirement. Thus, when a utility 

that owns public utility property that it depreciates under an accelerated method for 

tax purposes sells public utility assets, it is required by the normalization rules to 

eliminate all associated deferred taxes recorded in Account No. 282 to reflect the 

retirement of those assets. 

DOES THAT COMPLETE YOUR EXPLANATION OF THE BACKGROUND OF 

THE IRS TAX NORMALIZATION RULES? 

Yes. 

V. APPLICATION OF THE TAX NORMALIZATION RULE IN THIS CASE 

t 

PLEASE DESCRIBE THE TRANSACTION THAT RESULTED IN SOURCEGAS 

DISTRIBUTION ACQUIRING UTILITY ASSETS FROM KINDER MORGAN. 

SourceGas Holdings LLC is a Delaware limited liability company that was formed in 

2006. SourceGas Holdings is frfty percent owned by an affiliate of the General 

Electric Capital Corporation, and fifty percent collectively owned by Alinda 

Investments LLC, a private equity firm, and an affiliated Alinda equity fund. 

SourceGas LLC is a wholly-owned subsidiary of SourceGas Holdings. Immediately 

prior to the closing of the sale of the natural gas utility business by Kinder Morgan in 

March 2007, Kinder Morgan, Inc. contributed the natural gas utility assets that 

constituted its natural gas distribution business to SourceGas Distribution LLC, a 

Delaware limited liability company When the sale was closed, SourceGas LLC 

became the owner of 100% of the limited liability interests of SourceGas Distribution 

LLC 

WHAT WERE THE TAX CONSEQUENCES TO THE SELLER WITH THE ASSET 

SALE AS DESCRIBED ABOVE? 
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1 A, 

2 

The transaction was treated as an asset sale for federal income tax purposes. 

Accordingly, the sale was recognized as a taxable transaction of the LDC assets 

3 

4 

5 

6 

resulting in taxable gain or loss to KM. Under the Code, gain is determined by the 

amount realized reduced by the seller's adjusted tax basis in the asset sold and is 

reportable by the seller under Code Section 1001. 

KM has further obligations under tax normalization rules. When a utility that 

7 

0 

9 

I O  

11 

12 

15 

16 

17 Q. 

18 

19 A. 

20 

21 

22 

23 

owns public utility property that it depreciates under an accelerated method for tax 

purposes sells public utility assets, it is required by the normalization rules to reduce 

its deferred tax reserve to reflect the retirement of those assets. Accordingly, the 

ADIT balance associated with the sold assets is removed from the seller's 

regulatory books of account. This removal reflects the fact that utility's interest free 

debt is now payable to IRS to recognize the seller's gain or loss on the sale of utility 

assets, pursuant to Code Section 1001. The buyer takes a new basis in the 

acquired utility assets that reflects the buyer's asset purchase price (referred to as a 

step-up cost basis to reflect the fact that the new buyer has a higher basis than the 

previous owner). 

WHAT IS THE SIGNIFICANCE OF THE STEP-UP IN THE TAX BASIS OF THE 

unLiTy PROPERTY FOR SOURCEGAS DISTRIBUTION? 

As a result of the acquisition by SourceGas, the ADIT balance on KM's regulatory 

books was reduced to zero in recognition of KM's taxable gain on its sale of utility 

assets. Consequently, the purchased assets were recorded on SourceGas 

Distribution's books with a zero balance in the deferred tax account, Account No. 

282. The transaction was treated as an asset purchase. Consequently, SourceGas 

24 Distribution's tax basis of the acquired assets increased, from what was KM's tax 

25 

0 26 

basis for those assets just prior to the acquisition, to the acquired cost for those 

assets, which for regulatory purposes was determined to be equal to the remaining 
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18 Q. 

19 

20 

21 

22 A. 

23 

net book basis of the depreciable plant on the date of the purchase. Because the 

new tax basis established for SourceGas Distribution’s depreciable assets 

exceeded the prior remaining tax basis on the books of KM, on a going forward 

,basis, SourceGas Distribution will recognize higher tax depreciation expense that 

will generate more ADIT over the assets’ depreciable lives than KM would have had 

if the sale did not take place. 

IS THERE ANOTHER REASON WHY SOURCEGAS DlSTRtBUTlON WILL 

RECOGNfZE ANNUAL INCREASES TO ACCUMULATED DEFERRED TAXES 

ABOVE WHAT KM WOULD HAVE GENERATED ON AN ANNUAL BASIS? 

Yes. Besides the fact that SourceGas Distribution has a larger tax depreciable 

basis than that available to KM, SourceGas Distribution will depreciate the balance 

at an accelerated rate due to SourceGas Distribution’s election for the use of 

MACRS. MACRS establishes a depreciable l ie  for most of the acquired assets of 

15 years. MACRS depreciation rates in the early years use accelerated rates that 

decrease in each succeeding year. Thus, SourceGas Distribution will recognize 

significantly more tax depreciation and accordingly higher yearly deferred tax 

accruals than would have been recorded by KM had the acquisition not taken place. 

YOU TESTIFIED ABOVE THAT ON THE DATE OF SALE THE BUYER WOULD 

HAVE A DEFERRED TAX BALANCE OF ZERO FOR TAX PURPOSES. WILL 

SOURCEGAS DISTRIBUTION ALSO HAVE A DEFERRED TAX BALANCE OF 

ZERO? 

Yes. Both SourceGas Distribution’s financial records and its regulatory books will 

reflect a beginning zero balance for deferred taxes. 

24 Q. DO SOURCEGAS DISTRIBUTION’S REGULATORY BOOKS ALSO BEGIN WITH 

25 A ZERO BALANCE IN THE RESERVE FOR DEPRECIATION? 
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1 A. 

2 

3 

4 

5 concept. 

6 Q. 

No. The depreciable basis and the reserve for depreciation for rate purposes and 

accordingly for SourceGas Distribution's regulatory books remain consistent with the 

depreciable basis and reserve reflected on the books of KM prior to the acquisition. 

These balances are maintained to be consistent with the "original cost" regulatory 

WHAT ARE THE RATE AND TAX IMPLICATIONS IF A REGULATOR DOES NOT 

7 

8 A. 

9 

RECOGNIZE THE FULL IMPLEMENTATION OF TAX NO'RMALIZATION RULES? 

The normalization rules dictate the regulatory treatment of income tax expense and 

accumulated deferred income tax reserves or ADIT. The IRC further provides that 

10 

11 

12 

13 

14 
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16 

17 

18 

19 

20 

21 

22 

23 

24 

25 a 

accelerated depreciation determined under IRC Section 168 does not apply to any 

public utility property if the taxpayer does not use a tax normalization method of 

accounting. Thus, a utility cannot use accelerated methods of depreciation for utility 

property if that taxpayer does not comply with the tax normalization rules. 

Simply stated, the tax normalization rules require a utility to maintain an 

accumulated deferred income tax (ADIT) account for the tax effect of the difference 

between regulatory book depreciation and accelerated depreciation. The ADIT 

recorded on the utility's regulatory books must be maintained in accordance with tax 

normalization rules. The Internal Revenue Code ("IRC") further requires that the 

ADIT balance be maintained in accordance with IRC Section 168 and that such 

balance be used in the determination of rate base. Thus, if regulators were to 

require a Row-through of tax benefits or use the prior owner's ADIT ba\ance in the 

Computation of rate base, this act would cause a violation of IRS regulations and the 

utility would be prevented from computing accelerated depreciation pursuant to IRC 

Section 168. As a result, ratepayers would pay higher rates in the future due to the 

Increase in rate base caused by the loss of accelerated tax depreciation. Further, 
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the utility would need to raise additional capital since it could not count on interest 

free loans generated from the use of accelerated tax depreciation. 

PLEASE IDENTIFY THE SPECIFIC IRC REFERENCE THAT PRESCRIBES THE 

METHOD USED TO DETERMINE TAX DEPRECIATION IF IRS DETERMINES 

THAT A VIOLATION OF TAX NORMALIZATION HAS OCCURRED? 

The specific reference is Internal Revenue Code Section 168(i)(9)(c) provides: 

Public Utility Property Which Does Not Meet Normalization Rules - In the case of 

Q. 

A. 

any public utility property to which this section does not apply by reason of 

subsection ( f ) (Z) ,  the allowance for depreciation under section 167 (a) shall be the 

amount computed using the method and periods referred to in subparagraph (A)(i). 

Subparagraph (A)(i) of Section 168(i)(9) provides: 

the taxpayer must, in computing its tax expense for 
purposes of establishing its cost of service for ratemaking 
purposes and reflecting operating results in its regulated 
books of account, use a method of depreciation with respect 
to such property that is no shorter than the method and 
period used to compute its depreciation expense for such 
purposes; 

Thus, the Internal Revenue Code restricts tax depreciation to the utility's 

regulatory depreciation method when there is a normalization violation 

ARE YOU AWARE OF ANY IRS RULING IN WHICH A REGULATED UTILITY Q. 

INVOLVED IN A DEEMED SALE OF ASSETS WOULD HAVE INCURRED A 

NORMALIZATION VIOLATION? 

Yes, I am. On August 4, 1994, the IRS, in Private Letter Ruling 9447009, ruled that 

there would be a normalization violation if, subsequent to the date of the acquisition 

and deemed sale of assets of a natural gas transmission company, the natural gas 

company's rate base were reduced for the balance in the reserve for the ADIT 

attributable to accelerated depreciation on public utility property before the 

A. 
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acquisition date. Its parent sold the gas company to the buyer pursuant to a Section 

338(h)(10) transaction. Such transaction, although structured as a stock sale, was 

treated as an asset sale by the selling and buying corporations for tax purposes. 

The IRS ruled that because of the deemed sale of the seller’s assets, the seller’s 

ADIT balance ceased to exist and had to be removed from the seller’s regulated 

books of account and could not be flowed through to customers. Further, the IRS 

ruled that a normalization violation would occur if the seller’s ADIT balance that 

existed before the acquisition were used to reduce the buyer’s rate base. 

HOW DOES THE FEDERAL ENERGY REGULATORY COMMISSION’S 

UNIFORM SYSTEM OF ACCOUNTS ADDRESS THE ACQUISITION OF ASSETS 

WITH RESPECT TO ADIT? 

The tax effect of the booWtax timing differences for plant investment is recorded in 

FERC Account No. 282. With respect to the Regulations, Part 201, Account No. 

282, Part D, the FERC specifically restricts the use of Account No. 282 to the 

purpose for which the account was established. Deferred income tax recorded in 

Account No. 282 must represent the tax liability due because of the recognition of 

book/tax timing differences. Further, the regulations specifically restrict transferring 

Q. 

A. 

any balance to retained earnings or making any other use thereof, except as 

provided by instructions to Account No. 282. The instructions state that: 

“Upon the disposition by sale, exchange, transfer, abandonment or 
premature retirement of plant on which there is a related balance 
herein, this account shall be charged with an amount equal to the 
related income tax expense, if any, arising from such disposition . . .” 
Thus, the FERC rules recognize that upon an asset sale (or a deemed asset 

sale for income tax purposes as is the case with SourceGas Distribution), the 

seller’s ADIT balance is extinguished since any deferred taxes are due and payable 

by the seller at the time of sale. 
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HAVE YOU DISCUSSED THE PROCEDURES USED BY SOURCEGAS 

DISTRIBUTION IN THE COMPUTATION OF ADIT RECORDED IN ACCOUNT NO. 

282 TO BE USED IN THE COMPUTATION OF RATE BASE IN THIS 

PROCEEDING AND, IF SO, WHAT IS YOUR CONCLUSION? 

Yes, I have discussed those procedures and it is my opinion that SourceGas 

Distribution has put in place on its books all of the necessary steps needed to 

properly determine an ADIT balance that will be fully compliant with the 

requirements of tax normalization and the Uniform System of Accounts. 

IN YOUR OPINION, HAS SOURCEGAS DISTRIBUTION TAKEN THE 

APPROPRIATE STEPS NEEDED TO AVOID A NORMALIZATION VIOLATION? 

Yes. 

DOES THAT CONCLUDE YOUR TESTIMONY? 

Yes. 
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286 Principles of Public Utility Rates 
$1 billion excess acquisition price (or any part thereof) has been held 
to be a proper component of the rate base, as reflecting capital devoted 
to the public service, it should then receive corresponding treatment 
in the manner in which i t  should be depreciated or (in other words) 
amortized. But how rapidly it should be amortized is a difficult 
question to answer with confidence unless the excess purchase price 
can be intelligently distributed to the various plant accounts, tangible 
and intangible. If this is not feasible, an arbitrary rate, such ds 
characterizes accounting practice with respect to some intangibles, may 
be chosen. But in any event, the amortization should be treated as an 
operating charge for ratemaking purposes - a conclusion which 
militates against a speed of amortization seriously burdensome to 
present consumers, 

Current practice is to treat assets purchased at a price in excess of 
net book value as an excess cost. A utility would like to recover the 
excess cost and earn a return through acquisition adjustments, but the 
most common practice is to amortize the cost as an expense over a 
period of years so that there is a return of investment, but no return 
on the excess cost of the investment. A utility may be allowed to 
include the unamortized part of the excess cost in the rate base, 
thereby permitting a return on the unrecorded excess cost. However, 
most commissions are skeptical of transfers between utilities at excess 
costs, so rate base adjustments are generally not made unless the 
utility can demonstrate actual, distinct, and substantial benefits to all 
affected ratepayers (see Nixon, 1985). A utility that acquires a new 
service territory with the newly purchased assets may be held to a 
higher standard in proving benefits to ratepayers. But the point is 
that the burden of proof is on the company. 

In general, acquisition adjustments are now amortized “lxlow-the- 
line” over a period not to exceed the l ie  of the property to which 
they relate unless the utility can demonstrate that ratepayers benefited 
by the acquisition. If such a showing can be made, which, according 
to Faudree (1987), to this point has been relatively rare at FERC, a 
utility may include the amortization expense “above-the-line‘‘ and 
include the expense in its cost of service. The unamortized balance, 
where above-the-line amortization is approved, would normally be 
allowed as a component of rate base. 

NORMALIZATION VERSUS FLOW-THROUGH 
OF ACCELERATED DEPRECIATION TAX BENEFITS 

In the public utility field, one of the more important controversies 
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about depreciation has concerned the accounting and ratemaking effects 
of the provisions of the tax codes permitting business corporations, in 
calculating taxable income, to use diminishing-charge procedures of 
depreciation accounting: specifically, a declining-balance method and 
a sum-of-the-years-digits method. These liberalized tax-accounting 
allowances were historically supported in the Congressional committee 
hearings partly on the ground that they would stimulate business 
investments, and partly on the ground that they come closer than 
straight-line depreciation accounting to a reflection of the rates at 
which most fixed assets actually depreciate in value from the dates of 
acquisition to the dates of retirement. 

But many public utility companies have chosen to stress the first 
point and to ignore the second. That is to say, they have fairly 
generally decided to take advantage of the diminishing-charge deduc- 
tions €or tax purposes, while resting content with straight-line depre- 
ciation procedures for their financial statements and, presumably, for 
ratemaking purposes. As a result, and since they have been in an era 
of heavy plant expansion rather than in an era of stable equilibrium 
between acquisitions and retirements, their Federal income taxes are 
reduced by the accelerated rate of tax depreciation, whereas their 
annual allowances for depreciation as reported to the public senrice 
commissions remain unaffected. 

By way of making accounting adjustments for this discrepancy 
between their h o m e  reports for tax putpmxsrts md rkeir income reports 
for regulatory purposes, many companies have sought leave to indudc, 
as operating charges, the higher income taxes to which they would be 
subject were they to report taxable income on a straight-line basis. 
The excess in these "normalized taxes over current tax liabilities is to 
be carried to a special deferred-tax account, against which to charge 
any later, offsetting enhancements in income taxes. This accounting 
procedure was sanctioned very earIy on by the Federal Power Com- 
mission, Federal Communications Commission, and many state com- 
missions. Today the state and federal commissions are divided fairly 
evenly on normalization versus flow-through; the FERC, FCC, and 23 
state commissions require flow-through (Shepherd, 1985, p. 365). 

But the really important issue is concerned with the ratemaking 
aspects of this accounting probkm, and here each of three major 
alternatives (along with some rather question-begging compromises) 
has derived support from some commissions. The first position, is 
that a public utility company which elects to pay income taxes on a 
diminishing-charge basis of depreciation accounting may receive no 
allowance for any taxes bcyond those for which it is actually liable in 
a given year (Le., tax savings flow-through to ratepayers). The second 
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posihon is that ratemking sllowsnee &hall be made for normalized 
taxes as an operating deduction but that no offsetting &.duction shall 
he made in the measurement of the rate base, since the ammni for 
rlcfcrred taxes is deemed to nmlrtihile a restricted surplus and not a 
reserve repmsenting amoi2ihc?d capitill casts. Th.r? third position is titat 
(both fur mten-taking and for acccwnting purposes) norntabd taxes 
shall be accepted as uperating deductions but that any excess in S U C ~  
tax allowances over actual iaxes shall be credited io a special reserve 
acctrunt, the amount of this reserve being deducted from cast used in 
arriving at the rate base just as b the ordinary depreciation reserve. 
Almost all utilities now iollaw the third method. 

The second alternative at one time was popular with the public 
utility industries since, from their point of view, it had the charm of 
imposing upon the consumers the obligation to pay deferred-tax 
allowances which, instead of being tmxmniW forthwith to the United 
States Treasury, were treated as capital investments tnfitled indefinitely 
to the enjoyment of it fair rate of return for the benefit of the corporate 
Stockhalderti. In this had the .same &arm as* that once 
possessed by the WE& some public utilities would 
demand straighl-line alluwances for accruing depreciation while 
insisting on the deduction of nothing but a minimum "observed 
deprmiiatim'' in the measurement of the late base. Supporl for this 
pusitiari of the industrJI was w n m  forthcoming frarm the Federal Power 
Chmmission and frcm a few state commissions. However, this was 
changed it? FERC Order No. 5308, 

We never have seen a plausible defense for a claim to the 
enjoyment of a profit on funds not contributed by the m ~ r a k  
investors, The defense usually offered was that plant expansion 
Bizanced by these funds cnhanttes management costs and increases 
&e risk factor. But management costs are covered in the allowances 
fOr OpelTitkig t?Xpt?lIBWi, e rate of return. And the risk factor 
(which may even be nut increased, if the company is 
pcmitted to amme a so-called deferred-tax reserve, as it will under 
Alternative Number 3) is properly taken into account in the allowance 
of a fait rate of return on capital contrfbutcd by the investom. Hence, 
the@ is no need to foncede to stockholders a return on capital 
contributed, in effect, either by the taxpayers ot&y the ratepayers. 

The Case for Flow-through 

The main argument for a commission's rebm1 to make any 
deferred-tax allowme in a rate a s e  - for the flow-khrough principle - is that, as long as the tax law remains unchanged and as long as 
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additions to depreciable corporate assets exceed retirements, the tax 
deferment will be continuous and hence will amount, in effect, to a 
permanent tax saving. With qualifications, this contention is correct in 
that a reduction in a n e n t  taxes below what these taxes would be 
under 'straight-line accounting wiU not lata' ?X offset by an inmarn in 
these taxes beyond what they would be under s 

would go to the mrlier ratepayers, in the years in which the tax 
payments have been reduced. instead of being apportioned among 
ratepayers more nearly in proportion to their rrt)ativc rmpmsibility for 
payments for services resulting in eventual tax Iiabilitim. As an 
argumenk against the ax-cnral of a tax-dekwal rcscwc, the ycrmanent- 
deitlrral theory is suspiciously similar Lo the discredited "plant 
imniartaUty" theory of depreciation, mentimed early in this chapter, 
which was once addncd by the utiliky industry as an argument against 
the deductibility of accumulated depreciation from cost new in tbe 
determination of &e rate base. 

But under flow-ltirough, &he majar befit 

The Case for Normalization 

As we see it, the mdy reasonable controversy as to the choice 
among the three aforementioned alternatives is that between the view 
that, for ratemaking purposes, ~~mpanicS s h d d  receive no allowances 
for taxes 0 t h ~  than for ncttid curmtnt taxes, and the view that, if they 
practice IjbemW-depeuation acwuling for purposes of income 
tnxatiim, "hey should receive an amwl dowance far deferred taxes 
combined with a deduction of the resulting dekrrred-tax reserve from 
what wodd otherwise be the rate base. Here we am convinced that 
the weight of the argument lies with the inttcr positon, and this for 
three mmm: first, &hat. tixiis pit ion is in h - 0 ~ ~  with the modern 
tendency to regard stra&hk-litw depreciation as erring on the aide of a 
retarded aliowance for mt recoupment rather than exemsive aliowance 
as was once often thought to be the case; secondly, that the very 
practice of taking rapid d datim for tax purposes faids io reduce 
mcm rapidly {he actual d u e s  of tire depreciating assets - namely, 
their tax-saving values; and thirdly, that unless utility companies are 
permined to set up reserves agititist deferred tnxes, thereby protecting 
tfieznselvcs against the possible repeal ui  the diminish-charge provision 
of the present tax law, they are likely to exerdsc what has been held 
to be thdr option to ignore these provisions in favor of the orthodox 
straight-fine tax accounting - an owon adverse? to the loiig-m 
intcrrests of their mxstomtus. Substantially all utility rompanics folkow 
this practice and i t  is requited by FEIZC. That is, FERC mles currently 
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require that deferred taxes be deducted from the rate base and many 
state commissions follow this practice. The utilities prefer normalization 
as it increases their profitability and preserves a stimulus or incentive 
to investment. 

The FERC and many uf the stair conmissions now require rhal 
full inkrperiod income hx d Q C 3 t h i  be followed far accounting and 
ratenlakin8 purposes;. In all of the juxisdicrions that we are aware OI 
in which income tax normalization is followed, the accumulated 
deferred income tax balances are used as a rate base deduction (or 
included in the capital structure for rate of return calculation purposes 
at zero cost). Further, even in those jurisdictions where some flow- 
through of taxes is required for ratemaking purposes, the Internal 
Revenue Code requires that most property-related timing difference 
be norrnalizxd in order for the utility to be eligibIe for liberalized 
depreciation. 

Summary of Final Rule Requiring Tax Normalization 

FERC Docket No. RM80-42, R-424, R-446. In a ruling that became 
effective July 6, 1981, the FERC amended its regulations to require tax 
normalization for the tax effects of certain timing differences of 
transactions involving electric utilities and interstate gas pipelines. The 
final rule also codified the existing Commission rulemaking practice of 
adjusting rate base for accumulated deferred income taxes. Finally, 
the find rule required adjustments in the deferred taxes for utilities' 
and pipelines' cost of service for two types of circumstances: 

(1) when inadequate or'excessive provision for dfhrred taxes had 
been made for the tax effects of timing different transactions 
within the scope of the rulemaking that had previously been 
given flow-through treatment. 

(2) when inadequate or excessive provision for deferred taxes had 
been made as a result of changes in tax rates. 

Although the limited extent 'of FERC jurisdiation restricts required 
range of applicability, the companies often argue for their application 
to properties devoted to both jurisdictional and nonjurisdictional 
service. Not only does this simplify their accounting procedures, but 
it also helps to avoid a "no one's land' where incurred costs can be 
charged to neither federal nor state jurisdictions. 
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on to them, thereby teuding to lull the public into a frame of mind which 
allows government cxpmditures to be irlr-reased without strong 
opposition.140 

interperiod Income Tux AIlocation14’ 

Althctugh pubiit utilities, are sukjccr to iiiany types of raxrs, fedcrd 
irircmc raxatiori prcwenls the niim coo~pk-x and c~i~tmvcrsinl issues. Ai 
rtrc autset, ii must be mcogruzed that there is cctmmtmly il diffctrence 
betwcen iwomr and expenses for accounting (book) pttrpoucs and for 
income tax purposes. As mplained by the Accnurtting Princigleu Board 
or the American Institute of C:erlified Ptrhlie Accountants: 

The principal problems in accounting for income taxes arise from the fact 
that some transactions affect the determination of net income for financial 
accounting purposes in one reporting period and the computation of taxable 
income and income taxes payable in a difrerent reporting period The 
amount of inLome taxes determined to be payable for a period does not, 
therefore, rirrrssarily reprcaent the appraynrte inconic tax cxpcrtse applica- 
ble to trdiicaciions rerogniied for fiiaailchi accounting parposes in that 
period. A major problem is ,  therefore. the rneasiirement of the tHx effects of 
such transactions and thr exterit to which the tax effects should be included 
in income tax expense in the same periods in which the transactions affect 
pretax accounting tncome.144 

Where there are book/tax timing differences,i48 income taxes must 
be apportioned among accounting periods. That process is known as 
in.bp+d inmat tax &attiun. Three major areas that require allocation 
foilow: ,accelerated depreciation, investment (job development) tax 
cmdk, and coauolidated tax returns. 

Accelerated Depreciation: The “Phantom Tax” Issue. Under the 
Revenue Act of f954, business firms are permitted LO adopt accelerated 

scamtun, see Hdhnr arid Aliff, op. a&., chap 17. 
, Opinion No 11, “Accounting lor Income Taxes“ 

{dddfcreiwm LC+IWC~W l w a k  cncorne aiid tax I I I C L I ~ C  O ~ t i  will i ~ l  revcmr i n  yonw futuw 
pwiod. I P.. intivvw on gn\r-inincrit~l ~~bBy;aticnis. wltirh cli  raciiipi f o r  tax Imrpuxs twt IL 
r c r ~ g n i m l  lo8 Lxwk pi~rpw>),  I iniiria dlffweiiecs. in  tun?, way i e h  co ctcnu dial d a l e  
to w v c i w r ~  (gams (11 lowc*~ frnrir sale 01 utility ppcrkpI, uwpenscs (futt rxpenxt4, or 
p i o p r t y  (due to deprccrauon mcrhods). 1bc rxmrplcs or inajar timing dilfrrwiccs, scc 
I I a t i ~ ~ c  and hliff, op at. pp 17-74-17-77 
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'Tlte phantom tax argument is fallacious. As explained by Hahne 
and dill' 

The error of the phantom tax argitrrtenl may be scm by analogy with tltr 
growth of n long-term debt I C C I ~ I I I I .  As w i g  wue c d  long-term drbt rearlies 
maturity, it must he repaid. At the siiitlc t111w. ILCW plant addirions may 
require that capital be raised thaough addrtinnill long-trrm borrowing to 
finance the additions. That new isstlet i i u y  rrtrwl rrpavorrnt ctf inattiring 
debt over any period so as to rcsulr in ncl giowth oIIorig-tcmn~ debt hi 1 1 0  way 
IVLCBIIS that the debt is not being repad nor that. in the Future, when the new 
issiic matuies. it will not have to be r ~ p i d , ' ~ '  

For tnarry years, h e  utilities tJicntselves debated thc wisdam c d  
cdemted depreciation, even when ~"rrmirtrd by the cotrrreis- 
Bell Systcm, to illustrate, did not take advanlap oraccetler- 

ated dqxecialiun until 1970. Its decision to use straight line deprecia- 
tion for bo& acc.canritsg and tax purposes was based on three 
cansidcntionx: 
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I BEFORE THE ARIZOWA CORPORATION COMhIISSION 

LARLJ. KUNASEK 

JMIRVIN 

WILLL4ii A. MUNDELL 

Chairman 

Commissioner NOV 0 3  2000 

DOCKETED BY &zcJ 1 T NO. W-OOOOOC-98-0153 

Commissioner 

IN THE MATTER OF THE ARIZONA 
CORPORATION COMMISSION’S OWN 
MOTION TO ESTlQBLISH THE COMiiISSION ) 
WATER TASK FORCE 1 

) 

Open Meeting 
October 24 and 25,2000 
Phoenix, Arizona 

BY THE COMMISSION: 

DECISION NO. 3299 
ORDER 

FINDINGS OF FACT 

1. On April 24, 1998, in Decision No. 60829, the Arizona Corporation Commission 

(Commission) established the Commission Water Task Force (Task Force). The Task Force consists 

of representatives of regulatory agencies, the water providers, and water consumers. On September 22, 

1998, the Task Force held its first meeting. The Task Force meetings were all noticed Open Meetings. 

2. On October 28, 1999, the Task Force completed its Report for the Commission 

(Report). The Report contains recommendations to the Commission on several issues facing 

Arizona’s water indushy. On many issues, the Task Force achieved consensus. On other issues, the 

Report contains different recommendations Crom the various Task Force members. 

3.  On January 5,  2000, the Task Force Report was docketed and distributed to every 

Arizona water company regulated by the Commission. A deadline of March 15, 2000, was set for 

comments on the Report to be filed. Only two water companies and the Central h z o n a  Project 

(CAE’) submitted comments. Arizona Water Company generally supports the Staffs proposals, but 

does express some reservations. Lakewood Water Company, a small water company in Amado, 

indicates that it is currently struggling with the financial requirements to fund necessary capital 

improvements. The capital costs to make improvements would double the rates for the company’s 

customers, many of whom are low-income. The company expresses interest in the possibility of  

Arizona Carporation CoRmission 
DOCKETED 

II Decision No. h? - qQ,3 
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consolidation with other water utilities. The CAP generally supports Staffs  proposals, but i t  dc 

express some reservations. 

4. The Task Force was divided into three subcommittees: the Regulatory Refom 

Subcommittee. the Conservation Subcommittee, and the Water Supply Subcommittee. The Regulator) 

Reform Subcommittee achieved consensus on five goals: 

0 Reduce the number of small, non-viable water systems through new rules and procedures. 

e Strengthen the financial capacity of the water utility industry. 

0 Pmvide greater emphasis on simplifying, shortening, and reducing the cost of the 
ratemaking process. 

Improve consumer education. 

Increase interagency coordination. 

5. The Conservation Subcommittee focused on developing policies the Commission caul$ 

tse to encourage water conservation. The Water Supply Subcommittee focused on issues relevant to 

enewable and surface water supply, such as the Central Arizona Project. 

legulatory Reform Subcommittee 

6. On Pages 3 through 25 of the Report, the Regulatory Reform Subcommittee’s. 

ecornrnendations and discussions are summarized. 

7. On Pages 4 through 7 of the Report, Staffs proposal on placing more stringent 

equirements on approval of CC&Ns for new water companies is discussed, 

8. Commission Staff recommended the following Commission policy changes concerning 

he establishment of new water companies: 
- 

a. The application for a new CC&N must show that an existing water company cannot 
or will not serve the area beins applied for. f i s  showing must be made by submitting 
service rejection letters from all the “-4” sire water companies in the state (there are 3)  
and at least five of the “B” size companies (there are 20). The five B size companies 
contacted should include the B size companies that are seographically closest to th 
applicant. The application must also be accompanied by service rejection letters I 
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from all the existing water companies within five miles of the area being requested, 
addition, the rejection letters must be accompanied by the corresponding request fc 
sewice that was made to each of the existing water companies by the applicant. 

b, The rates should be set such that the company should at least break even no later tha 
its third year of operation. The calculations would be based on the company’ 
reasonable estimates of customer gowth .  The company should also be required tl 
come in for a rate case three years after serving its first permanent customer. 

c. Because Staff believes that it is not in the publicinterest. no new CC&N would bc 
issued to any company that was affiliated with any other company or person that wa: 
not in total or substantial compliance with Commission and ADEQ requirements. Thi: 
restriction should apply to CC&N extensions and transfers as well. 

d. Staff recommends establishing a set of standard service charges for new CC&Ns. 

e .  Staffwill work with the ADWR to establish tiered rate structures for new CC&Ns. 

Staff recommends that the Commission endorse Staffs recommendations. Further, 

taff requests that the Commission order Staff to develop [thou& meetings with members of the 

Idustry. RUCO, and other interested parties) a detailed statement of policv on water CC&Ns by 

me 30.2001, The detailed statement of policy should conform to the general principals of Staffs 

commendation contained in the Report and the above discussion. Staff members who are 

sponsible for processing new water CC&N requests should be responsible for conducting these: 

leetings and developing the detailed statement of policy. 

10. On Pages 8 throub 11 of the Report, several proposals for providing incentives for 

molidation in the water industry are discussed. Staff recommends that an acquisition adjustment 

. a rate of return premium (but not both) be allowed under certain conditions. These conditions are: 

The acquisition is in the public interest; 

The acquisition will not negatively affect the viability of the acquirer; 

The acquired system’s customers will receive improved service in a reasonable timeframe; 

0 The purchase price is Fair and reasonable (even though that price may be more than the 
original cost less depreciation book value) and conducted through an arms’ length 
negotiation; 

Decision NO. d 2 q C [ 3  
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The recovery period for the acquisition adjustment should be for a specific minimum ti  

(e.& hventy years); and 

The acquired company is a class D or E. 

1 1.  Staff does not recommend allowing for acquisition adjustments unless all o :: above 

mditions are met. Staff believes that the bucden should be on the company to prove that an 

quisition adiustment or a rate of return uremium is in the Dublic interest. The public interest 

itemination should account for the capital investments needed for the customers to receive improved 

rvice and the costs savings the company is likely to realize through economies of scale. Other 

Ethods of encouraging consolidation include aflowing for rate of return premiums and deferral 

countine orders. Staff recommends that the Commission endorse S t a r s  recommendation. Further, 

aff requests that the Commission order Staff to develop, through meetings with members of the 

10 

11 

12 

13 industry, RUCO. and other interested parties, a detailed statement of policv on acquisition adjustments 

14 and rate of return premiums by June 30.2001. The detailed statement of policy should conform to th 

15 send principals of Staff's recommendation contained above and in the Report. Staffmembers who 

16 are responsible for recommending approval or denial of acquisition adjustment requests should be 

17 responsible for conducting these meetings and developing the detailed statement of policy. 

18 Other incentives for consolidation could be provided by the State Legislature. Tax. 

19 breaks or credits could be provided to companies that choose to acquire small andor financially non- 

21) viable water companies. The Staffrequests the Commission adopt recommendations to the Leeislature 

2 1 reearding incentives for consolidation and direct the Commission's Leejslative Liaison to initiate 

22 efforts to encourage the Legislature to adopt these incentives. 

23 13. The establishment of a fimd similar to the Universal Service Fund used for 

24 telecommunications firms, is another option for improving the financial capacity of small water 

2 j companies. A fund that all water companies pay into and that financially strapped companies could 

12. 
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1 companies would need to be inctuded as contnbutors/beneficianes of the fund. This would requii 

2 legislation as well as changes to the Cornmission rules. Staff proposes this h n d  as an approach th 

3 Commission may want to consider in the future. 

4 Issues involving property tayes are discussed on Pages 12 and 13 of the R e p o r t 3  

5 Staff requests the Commission adopt recommendations to the Le5slature repardine alternative taxatior 

6 mechanisms for private water companies and direct the Commission's Lesislative Liaison to initiate 

7 efforts to encouraee the Legislature to adopt these tax alternatives. Staff also recommends that the 

8 Accounting and Rates (A&R) section of the Utilities Division sponsor, for any interested party, a 

g seminar on the ratemaking implications of property taxes, focusing on the problems the industry 

14. 

10 outlines in the Report. 

11 15. On Pages 14 and 15 of the Report, the Future Test Year issue is discussed. Staff 

12 believes that there is no need to change the present method used by the Commission. At present, the 

13 Commission employs an historical test year but does allow for pro forma additions for known and 

14 measurable costs. It is Staff's opinion that this is a very good combination of both historical and hhxe 

15 test years. Presently, this is done on a case-by-case basis. Staff believes that this method could be 

16 improved, therefore, Staff recommends that the Commission order Staff to develop a uolicv with 

17 wecific requirements for exDense changes. revenue changes. and ulant additions that occur after the 

18 test year. Such items would include, but are not limited to: 

a. Method of matchins new expenses with new revenues. 
2011 

b. Revenue neutral plant, i.e., plant to serve existing, not future, customers. 

c. Revenue neutral plant will be installed within a specific timefiame, preferably one year. 

d. Revenue neutral plant is necessary to provide proper and adequate service to existing 

21 

22 

23 

24 

25 On Pages 15 and 16 of the Report, Staffs recommended Generic Hook-up Fee policy 

26 is outlined. Both the industry and RUCO support Staffs recommendation in principal. Staff believes 

27 that implementing this recommendation will require 3 rulemalung proceeding. Staff requests that the 

customers. 

16. 

Decision No. L2-993 
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Commission order 3 rule making proceedin0 be opened to irn~lernent a Generic Hook-uu Fee polic 
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along the lines of Staffs proposal. 

17. On Pages 16 through 19 of the Report. proposals for plant replacement h n d  

mechanisms are discussed. Staff recommends that the Commission adopt a policy similar to the 

Pennsylvania Public Utilities Commission’s Distribution Service Investment Charse (DSIC). Staff 

requests that the Commission order a rule making proceedino be opened to im~lernent rules for a DSIC 

or similar orogam in Aizona. 

3 .  

: 

18. On Pages 19 and 20 of the Report, problems associated with past high depreciation 

rates are discussed. The industry offered proposals on how to rectify these problems; however, Staff 

and RUCO found those approaches to be inappropriate. Staff believes that its proposed Rate of R e m  

policy (discussed below) will solve the problems associated with past excessive depreciation rates. All 

parties agreed that the Commission should no longer approve excessive depreciation rates for small 

water companies. 

19. On Pages 20 and 21 of the Report the pass-through mechanism approved by thc 

legislature in SB 1252 (now A.R.S. tj 40-370) is discussed. The industry representatives on the Task 

Force felt that the Commission’s policy on A.R.S. 5 40-370 needed to be clarified because, at the time 

the Report was written, only one company had applied for authority to adjust rates under the provisions 

ofthis mechanism. Since then the Commission has approved two such applications (they both have 

been appealed). The two approved applications were for Arizona Water Company’s Monitoring 

Assistance Program (Decision No. 62141) and Rio Verde Utilities, Inc.’s CAP cost increase (Decision 

No. 62037). Those two decisions indicate that the Commission’s policy on A.R.S. 9 40-370 

applications is to support appropriate pass-throu!& which should mitigate the industries concerns. 

On Pages 21 and 22 of the Report, Staffs proposed Rate of Return policy is outlined. 

Staff believes that implementing this policy will solve the problems associated with high depreciation 

rates and lead to other improvements. Ths  policy would make filin: rate cases much less burdensome 

for small water companies. Staffs proposed policy allows companies that are filing rate applications 

to choose between 1) a generic rate of return (for C, D, and E companies only); 3 )  setting rates based 

on an operating margin basis (ie., no rate of return considerxion); or 3)  m individual rate of return 

20. 
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1 (i.e.. traditional rate making). In addition to the recommendations in the Report, Staff i:  

- 7 recommending that the choice ofthe generic rate of return be limited to C, D, and E companies. Also 

j Staff recommends that the generic rate of return should be a minimum rate of return; thus, points can 

4 be added to i t  to account for special expenses such as CVlFA loan payments. Staff requests that th 

5 Commission order a rule makin4 proceeding be opened to implement Staffs proposed Rate ofRetun 

6 policv. Staff is aware that the recent Court of Appeals Opinion may impact the Commission’s abilit] 

7 to implement Staffs proposed rate of return policy. Staff believes that the issues raised by the Coun 

8 of Appeals Opinion are best dealt with during the rulemaking proceedings. 

9 21. On Pages 22 and 23 of the Report, the electronic filing of annual Reports, rate cases, 

10 and other filings with the Commission is discussed. Staff, the industry, and RUCO all ageed that 

11 allowin,o for electronic filing would be beneficial. Staff has already initiated the first steps of  this 

12 process by making the Short Rate Case Form available on the Commission’s web site. Staff is 

13 committed to making all of its forms available electronically. In order to institute full electronic filing, 

14 the Hearing Division will need to be involved. Staff is committed to working with the Hearing 

15 Division to develop a process that will allow for full electronic filing. 

16 During the Task Force’s discussions of electronic filing, the industry also expressed 

17 concern about the volume and extent of the Commission’s filing requirements. Staff acknowledges 

I 8 that certain filing requirements may be out-dated. Staff is currently reviewing all forms and filing , 

19 requirements. However, such a review is a major undertaking and may take some time to complete. 

20 On Page 23 of the Report, Staffs Main Extension Agreement (MXA) proposal is 

21 outlined. Staffs proposal is to have standard MXA provisions included in each water companies 

22 tariffs, instead of the current process of approving MXAs on an individual case basis. Both the 

23 industry and RUCO supported Staff on this issue. Staff requests that the Commission order a rule 

24 making Droceeding be opened to imolement Staff’s prouosed MXA Dolicv. 

25 On Pages 23 and 24 of the Report, several suggestions concerning consumer education 

26 are discussed. Staff is currently working on educational programs for all industries the Commission 

7-7 regulates. Lmplementing any educational prosgun may require additional hnds horn the Legislature. 

28 Staff is also evaiuating the expansion of its well-regarded Small Water Assistance Team (SWAT) 

22. 

23. 

- -  

24. 
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program (which deals with educatins water company ownerdoperators) to include education for war’ 

2 

3 

4 

5 

I 

consumers. 

25. On Pages 24 and 25 of the Report, Staffs Phased Rate Increase policy is discussea 

Staff believes that in certain lrmited circumstances i t  is appropriate to phase rate increases in ove 

time, Staff will develop well-defined guidelines for when and how phased rate increases arc 

approp ri ate. 

26. On Page 25 of the Report, Staffs recommendation on rates tied to conditions is 

discussed. Staff recommends that all rate increases be conditioned on the company providinq 

acceDtable quality service. water quality, and other relevant conditions. Staff has already implemented 

this policy informally by including specific conditions in recent Recommended Orders. Staff will 

develop a standard set of conditions that could apply to all water companies. One impediment to this 

Decision No. L72@1?3 

policy being successful is the Commission’s lack of enforcement resources. Currently, the Utilities 

division has one compliance officer to handle all ofrhe urifiries the Commission regulates, 

Conservation Subcommittee 

27. On Pages 26 through 29 of the Report, the Conservation Subcommittee’s 

recommendations and discussions are described. On Pages 26 through 28, a perceived probIern with 

the Commission’s conservation policy is discussed. The industry and consumer members of the Task 

Force as well as the ADWR representatives believed that the Commission would not allow companies 

to include the costs of conservation programs in rates unless the conservation program was mandated 

by the ADWR. If this were true, it would discourage companies &om engazing in conservation 

programs. However, Staff does not believe that this is true. No member of the Task Force could site 

any examples of instances where Staff has  recommended denial of conservation p r o w  costs or 

where the Commission approved an order that included the denial of conservation programs and their 

reasonable costs. Staff supports and encourages conservation.- Staff believes that recovem of any 

reasonable costs for conservation programs should be allowed. 

28. On Pages 78 and 29, Staffs proposal to institute three tiered rates is discussed. Tiered 

rates are the Commission’s only direct means of encouraging conservation. Both the industry and 

RUCO opposed Staffs proposal. The industry claimed that i t  is sure to result in companies 
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1 underearning, while RUCO claimed the policy is sure to result in companies overearning. Sta 

2 believes that as with any rate design there is a possibility of either over or underearning. Howeve 

3 with rates designed as proposed by Staff in the Task Force’s Report there is almost no chance ( 

4 underearning while there is a good possibility of overearning. If properly designed though, the tiere 

5 rates would result in the non-conserving customers paying extra for large uses of water and rewar 

6 those customers that used very little water. If customers conserved such that all were falling withi] 

7 the middle tier, the company should earn its allowed rate of return. If the customers continued to‘usc 

8 water in the third tier, the water company would probably oveream. The use of the overearnings coulc 

g be restricted by the Commission in such a manner as to benefit the customers. Staff realizes that thi5 

0 is a new and different way of looking at rate design combined with conservation, but Staff also realizes 

1 that new ways have to be considered to save what many consider to be this State’s most precious 

12 resource. Staff recommends that the Commission order Staff to consider tiered rate desias  for ail 

13 water company rate cases and that the tiers be desimed to encouraee conservation. Staff recomizes 

14 that tiered rates may not be approuriate in all cases and that the decision to use or not use tiered rates 

15 must be made on a case-by-case basis. However, the auprouriateness of tiered rates should be 

16 considered in every case. Further. Staff requests that the Commission order Staff to develop a detailed 

17 statement of policy on tiered rates by June 30. 200 1. 

18 Water Supply 

19 29. On Pages 30 through 33 of the Report, the Water Supply Subcommittee’s 

20 recommendations and discussions are summarized. The main focus of this subcommittee was the 

21 recovery of Central Arizona Project (CAP) water allocation costs (CAP costs). All members of the 

22 Subcommittee agreed that the Commission could somehow approve the recovery of CAP costs in a 

23 proceeding outside of a rate case. However, the Commission’s Legal division has concluded that 

24 considering CAP costs outside of a rate case would ru5 counter to the recent Court of Appeals opinion 

25 on fair value. There was disageement among the Subcommittee members about what the 

26 Commission should require before it allows for CAP cost recovery. In the Report, Staff recommended 

27 that the Commission allow for CAP cost recovery once the company has submitted a plan that 

25 indicates how they will begin to actually use their CAP allocations within five years. Staff chose a 

II Decision No. 29 (33 
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for CAP allocations which will only be used to serve future customers. 

30. Since the Report was written, Staffhas modified its position. Staff believes that the 

Commission should be more flexible with the time honzon It allows for CAP water to go unused while 

allowing cost recoverv. Staff believes that the time requirement placed on companies applyins for 

CAP cost recovery should be decided on a case bv case basis. Also, to ensure that current customers 

do not Dav an unfair amount relative to future customers. a portion of the CAP cost should be 

recovered through some tme of hook-up fee. The amount of the recovery that is recovered through 

t hook-up fee should be determined by the company’s total demand for water relative to its CAP 

Illocation. For example, if a company’s total demand is 200,000 gallons per year and its CAP 

tilocation is 1,000,000 gallons per year, then the company should recovery 20 percent of its CAP cost 

?om current customers and the remaining 80 percent from hook-up fees. The methodology used for 

ZAP cost recovery in the Vail Water Company Rate Case (Decision No. 62450) is an example of the 

;enera1 policy that Staff advocates. 

31. Staff requests that the Commission order Staff to develop. throueh meetines with 

nembers of the industrv, RUCO. and other interested parties. a detailed statement of Dolicv on CAP 

ost recovery bv June 30, 2001. The detailed statement of policy should conform to the recovery 

nethodologies used in the Vail Rate Case, Decision No. 67450. 

’onelusions 

32. In conclusion, Staff recommends several changes in and clarifications of Commission 

iolicy, several changes to the Commission’s rules, and that the Commission pursue several Legislative 

hanges. These recommendations are summarized as follows: 

’olicy Changes 

Page 10 Docket No. W- DOC C-98- 1 
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Phased Rate Increase 
Rates tied to Conditions 
Tiered Rate Structure 

CC&Ns (new, transfers, and extensions) 
Acquisition Adjustments and Rate of Return Premiums 
Seminar on ratemaking implications of property taxes 
Electronic Filing and review of filing requirements 

Decision No. Lzci93 
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CAP cost recovery 
Pro forma adjustments 

Rulemaking 

Generic Hook Up Fee 
Rate of Return 
lMain Extension Agreements 
Plant Replacement Fund 

Legislative Changes 

Incentives for consolidation, e.g. tax breaks 
Replace property taxes with a percentage of revenue tax 

33. Staff recommends that the Commission endorse the above policy and Legislative 

:hanges. Also, Staff recommends that the Commission open a rulemaking proceeding in order to 

mplement the above changes to the Commission rules. 

CONCLUSIONS OF LAW 

1. The Commission as the replatory body with the longest history and the primary 

.esponsibiliiy over private water companies should take the lead in seeking a coordinated solution to 

he problems of small water companies. 

2. The Commission arranged for the formation of the Task Force for meetings between 

epresentatives of regulatory agencies, the water providers, and water consumers in order to address 

hese issues. 

3. The Task Force has issued a report that summarizes the views of its members. 

. .  
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ORDER 

THEREFORE, IT [S ORDER€D that the Commission approve Staffs recommendations jr 

he above Findings offact. 

IT IS FURTHER ORDERED that this decision shall become effective immediately. 

BY ORDER OF THEARIZONA CORPORATION COhIMISSION 

IN WITNESS WHEREOF, I, BRtAN C. McNEIL, 
Executive Secretary of the Arizona Corporation 
Commission, have hereunto, set my hand and caused the 
official seal of this Commissi at the Capitol, to be affi 
in the City of Phoenix, this% 2l day of& /&& 2000. 

IS S ENT: 

RS:MJR:lhh 

Decision No. G72993 



TO: THE CC IMIS SI01 

- M E M O R A N D U M  - - - - - - - - - 
Arizona Corporation Commission 

RECEIVED 

DOCKETED 2001 J‘i)N 29 P 12: 08 

FROM: Utilities Division 

DATE: June 29,2001 

(DOCKET NO. W-OOOOOC-98-0153) 
(DECISION NO. 62993) 

On November 3, 2000, the Commission issued Decision No. 62993. This decision 
approved Staff’s recommendations regarding the Commission’s Water Task Force. The 
Commission directed Staff to work with interested parties to develop policy statements, some of 
which are due by June 30,2001. Staff has had a number of meetings with interested parties to 
discuss the issues and resolve parties’ concerns on many occasions, as noted below. The reports 
addressing specific subjects reflect a consensus of the working groups. In only one working 
group did Staff disagree with a portion of the group’s resolution of an issue, which is also 
discussed below. The reports address the following issues: 

Finding of Fact No. 9 from Decision No. 62993 ordered Staff to develop a policy 
statement regarding Certificates of Convenience and Necessity for water systems. Attachment 
A to this memorandum is a proposal for this policy developed in a meeting with interested 
parties . 

Finding of Fact No. 11 ordered Staff to develop a policy statement regarding acquisition 
adjustments and rate of return premiums for water systems. Attachment B to this memorandum 
is a proposal for this policy, which was developed based on several meetings with interested 
parties 

Finding of Fact No. 29 ordered Staff to develop a policy statement regarding tiered rates. 
Attachment C to this memorandum is Staffs proposal for this policy, which was developed 
after several meetings with interested parties. 

Finding of Fact No. 31 ordered Staff to develop a policy statement regarding recovery of 
costs related to the Central Arizona Project. Attachment D is Staffs proposal for this policy, 
which was developed after several meetings with interested parties. Staff is in agreement with 
this proposal, except for the portion which deals with the definition of the term “use.” The 
attached policy defines “use” as those methods considered as “use7’ by the Arizona Department 
of Water Resources (ADWR). The current regulations of ADWR allow a water company to be 
in compliance with its requirements as long as the water system uses its CAP water anywhere 
within the same Active Management Area ( M A )  in which the water system is located. This 
approach is contrary to the position the Commission took in a recent Vail Water Company 
(Vail) rate case. 



THE COMMISSION 
June 29,2001 
Page 2 

In Decision No. 62450, the Commission approved Vail’s cost recovery of its CAP costs 
with specific mandates regarding Vail’s long-term plans for the CAP water. At present Vail is 
using its CAP water in an “in lieu recharge project”. Vail’s CAP water is being used by a farm 
in Red Rock in lieu of the f m  using groundwater. Because the farm in Red Rock is in the 
same AMA (Tucson AMA) as Vail, Vail gets credit for this use by the farm and therefore, is in 
compliance with ADWR requirements, even though the f m  is approximately 60 miles from 
Vail. Staff believes that the water being recharged in Red Rock will never actually directly 
benefit the aquifer in Vail and therefore, never benefit the customers of Vail. This was the basis 
for the Staff recommendations that were adopted by the Commission in Decision No. 62450. 
The Commission ordered Vail to submit, within 10 years of the Decision, a plan to use it CAP 
water directly in its certificated area. Decision No. 62450 also ordered Vail to actually begin 
using its CAP water within its certificated area within 15 years of the Decision. 

For these reasons, Staff recommends that the Commission slightly, but significantly, 
modify the definition of “use” contained in Attachment D by adding the condition that the water 
system would have to use its CAP water within its certificated area. 

Staff recommends that these policy statements be discussed at an Open Meeting at the 
Commission’s convenience. 

Deborah R. Scdt  
Director 
Utilities Division 

DRS : SMO: 

ORIGINATOR: Steven M. Olea 



ATTACHMENT A 
Proposed Poiicy 

for 
Water Certificates of Convenience and Necessity 

The Commission has established a policy goal of ensuring Arizona’s water 
consumers are served by viable utilities. In Decision No. 62993, the Commission 
required Staff to develop a policy statement on Certificates of Convenience and Necessity 
(CC&N) for water systems which conforms to the general principles of Staffs 
recommendation as contained in the Water Task Force Report of October 28, 1999. 

The Arizona Constitution, Article 15, Section 3, provides in part: “The 
corporation commission shall have full power to, and shall ... make reasonable rules, 
regulations and orders, by which such corporations shall be governed in the transaction of 
business within the state.. .. Provided hrther that.. .rules, regulations, orders and 
forms.. .may from time to time be amended or repealed by such commission. “ 

State law on CC&Ns requires, in part, that a public service corporation shall not 
begin construction of any plant or system without first obtaining a CC&N from the 
Commission. (See A.R.S. 40-281) In processing a CC&N the Commission is performing 
a judicial function, (See A.R.S. 40-282), Staff, as a party to the case, is charged with 
developing, and making a recommendation on the application to develop the record for 
the hearing on which the Commissioners base their final decision. 

The Arizona Administrative Code R14-2-402, Certificate of Convenience and 
Necessity for water utilities, is used by Staff to guide the development of their 
recommendation on the application. The rule requires the Applicant to provide the 
following information: 

a. 
b. 

d. 
C. 

e. 
f. 
g. 
h. 
1. 

j. 
k. 
1. 
m. 
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Proper name and address of the utility and its owners, 
Articles of Incorporation and Corporate Bylaws, 
Type of plant and facilities to be constructed, 
Complete description of facilities to be constructed, with preliminary 
engineering specifications to describe the principle systems and components 
to meet the needs of the health department, and final engineering drawings 
when they are available. 
The proposed rates, 
Estimated total cost of the facilities, 
Manner of capitalization, method of financing the utility, 
Financial condition of Applicant, 
Estimated annual operating revenue and expenses from the proposed 
construction, 
Estimated starting and completion dates of the proposed construction, 
Maps of the proposed service area, 
Appropriate city, county andor state agency approvals, 
Estimated number of customers to be served for each of the first 5 years of 
operation, including documentation to support estimates. 



Staff also requires the Applicant to provide: the request for service initiating the 
“necessity” of the request for a CC&N, appropriate approvals from the Arizona 
Department of Water Resources (ADWR) and the Arizona Department of Environmental 
Quality (ADEQ), and compliance status information from the ADEQ and ADWR. 

h order to assist the Commission in its goal to eliminate the proliferation of non- 
viable water systems, it is recommended that in addition the above, the following should 
be required: 

1. Unless the Applicant is an existing public water utility in Arizona or is an affiliate 
of an Arizona public water utility, an Applicant for a new CC&N (ie., not an 
extension to an existing C W N )  must demonstrate that existing water utilities 
have refused to extend their territories to include the requested area. This 
demonstration shall be made by the Applicant providing all the following: 
a. A copy of the Applicant’s request for service from all Class A* water utilities 

in the State as well as the refusal to serve from all those Class A water 
utilities, and 

b. A copy of the Applicant’s request for service from all or at least five (9, 
whichever is less, of the Class B* water utilities serving within fifty (50) miles 
of the Applicant’s requested area as well as the refksal to serve from all those 
Class B water utilities, and 

c. A copy of the Applicant’s request for service from all water utilities* serving 
within five ( 5 )  miles of the Applicant’s requested area as well as the refusal to 
serve from all those water utilities. 
Any utility willing to serve must respond to the Applicant within thirty (30) 
days of the Applicant’s request and must meet item #3 below. 

* 

2. If the Applicant has received an affirmative response to a request for service 
within thirty (30) days of its request from any of the above water utilities, but 
believes that such service would not be cost-effective nor in the public interest, 
the Applicant shall submit detailed information and cost data that clearly and 
convincingly demonstrates such an opinion and that the granting of a CC&N to 
the Applicant is in the public interest. 

3 The Applicant must demonstrate that it and all its affiliates and associated 
management or operations personnel are in compliance with all applicable 
Commission, ADEQ, and ADWR requirements. In the event, the utility, any 
affiliate, or associated management or operations personnel are not in compliance 
with Commission, ADEQ or ADWR requirements, the Applicant must 
demonstrate that the non-compliance is related to the recent acquisition or 
affiliation with a deficient utility. With regard to ADE, the Applicant shall be 
considered in compliance if it, or any of its affiliates, does not have or has not had 
within the 12 months prior to the application, any major deficiencies with regard 
to physical facilities, operation and maintenance requirements, or monitoring 
requirements. 
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4. Initial rates for a new CC&N should be designed such that the utility would have 
the opportunity to break even (zero percent rate of return) at the end of its third 
year of operation. These rates should also provide the utility the opportunity to 
earn a reasonable rate of return by the end of its fifth year of operation. Rate 
levels and the rate of return would be based on the Applicants reasonable 
projections of customer growth and the rate base required to properly and 
adequately serve the customers. 

5.  For new CC&Ns that are not being served by an existing utility, the following 
charges shall be set as follows: 
a. Establishment (normal) -- $20.00 
b. 
C. Reconnection -- $20.00 
d. 
e. 
f. NSF Check -- $25.00 
g. 
h. MeterRe-read -- $35.00 
i. 

Establishment (after hours) -- $35.00 

Meter Test (if correct) -- $25.00 
Deposit -- 2 times the monthly minimum plus 15,000 gallons 

Service Call (after hours) -- $40.00 

Late Payment Fee -- 1.5 percent after 15 days 

The above charges shall be reviewed annually by Staff and adjusted if necessary. 

6.  Once the CC&N is granted, the utility shall be required to file a rate case no later 
than 120 days after the fifth anniversary of serving its first customer. 
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ATTACHMENT B 
Proposed Policy 

for 
Class D and E Water System Acquisitions 

The purpose of the acquisition policy is to try to encourage acquisition and 
consolidation of small water utilities operating in the state. For purposes of this policy, 
small water utilities are limited to Class D and E water utilities, Le., less than $250,000 of 
operating revenue in the most recent calendar year. Acquisition of small water utilities 
should result in improved water quality and/or service for the customers. 

Decision No. 62993, dated November 3,  2000, established six general conditions 
a water company must meet to qualifL for an acquisition adjustment or rate of return 
premium. Per that Decision, the acquisition incentive may be granted in one of two ways: 
(1) recovery of an amount paid in excess of the book value of the acquired company’s 
assets (acquisition adjustment), or (2) a rate of return premium, but not both. This policy 
develops criteria and procedures for determining the amount of acquisition incentive that 
will be eligible for recovery in rates following acquisition of a small water utility. 

The purchase price for a small water utility could exceed the book value of its 
plant in service, resulting in a positive acquisition adjustment. This policy applies 
exclusively to positive acquisition adjustments, and negative acquisition adjustments 
shall not be recognized for rate-making purposes. 

In certain cases, a rate of return premium may be allowed instead of an 
acquisition adjustment. Once the rate of return percentage is determined, a premium 
amount will increase that percentage. The premium percentage will be allowed in rates 
for a period of time that the Commission determines is appropriate to provide an 
acquisition incentive. 

Following is the list of six conditions a company must prove by a preponderance 
of the evidence in order to obtain an acquisition adjustment or rate of return premium in 
rates, as well as criteria to meet those conditions. 
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1. 

0 

2. 

e 

3. 

e 

THE ACQUIRED COMPANY IS A CLASS D OR E. 

This policy is to be applied to the acquisition of Class D and E water utilities, i.e., 
those having less than $250,000 of operating revenue in the most recent calendar 
year. 

THE ACQUISITION WILL NOT NEGATIVELY AFFECT THE 
VIABILITY OF THE ACQUIRER 

The acquiring company shall provide documentation that satisfactorily 
demonstrates its continued financial viability subsequent to the acquisition. Staff 
will not recommend approval of a proposed acquisition that would be potentially 
detrimental to an acquirer’s financial viability. 

THE ACQUIRED SYSTEM’S CUSTOMERS WILL RECEIVE 
IMPROVED SERVICE IN A REASONABLE TIMEFRAME. 

The acquiring company shall submit a plan for improving service to the customers 
of the acquired system. The plan shall include, but not be limited to, a detailed 
listing of the current violations and deficiencies of the water company to be 
acquired, as well as the acquirer’s proposed solutions and the related costs. 
Additionally, the plan must also include a proposal for how the rates of the small 
water utility’s customers will be affected. The acquirer’s plan should also provide 
estimated implementation dates for each system or service improvement. A 
service improvement plan might include, but is not limited to, the following: 

a. 

b. 

C. 

d. 
e. 

f. 

€5 

Delivering water to customers that meets the quality standards of the 
Arizona Department of Environmental Quality (“ADEQ”) and the Safe 
Drinking Water Act. 
Satisfactory resolution of outstanding violations with ADEQ and the 
Arizona Department of Water Resources (“ADWR,’). 
Developing a reliable source of water supply. 
Developing appropriate water storage capacity. 
Improved water pressure, either higher or lower, within the 
distribution system. 
Replacement of inadequate, insufficient, deteriorated, and/or 
inefficient infrastructure. 
Improving billing procedures, customer complaint resolution, and 
service response times. 
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4. THE PURCHASE PRICE IS FAIR AND REASONABLE (EVEN THOUGH 
THAT PRICE MAY BE MORE THAN THE ORIGINAL COST LESS 
DEPRECIATION BOOK VALUE) AND CONDUCTED THROUGH AN 
A R M ’ S  LENGTH NEGOTIATION. 

0 One factor that wouId contribute to recommending an acquisition incentive is if 
the net plant value is either very small or zero, due to substantially or fully 
depreciated assets that require replacement. Although the water company assets 
may reflect zero net book value on the records, the assets in theory still have value 
due to the fact that they generate a future ,revenue stream. To determine if the 
purchase price and resulting acquisition incentive amount is fair and reasonable, 
Staffs evaluation shall include, but not be limited to, the following criteria: 

a. The purchase price must be the result of good faith negotiations 
between the two transacting entities. 

b. The acquisition must be conducted through an arm’s length 
transaction, and the two parties must not be affiliates as defined by 
A.A.C. R14-2-801.1. 

c. Present value of future cash flows. 

5. THE RECOVERY PERIOD FOR THE ACQUISITION ADJUSTMENT 
SHOULD BE FOR A SPECIFIC MINIMUM TIME. 

Staff will evaluate the acquisition adjustment recovery period to be fair and 
reasonable to both the acquirer, and the customers of the small water utility. The 
specific recovery period shall be set on a case-by-case basis and shall be 
consistent with the period over which customers are expected to benefit, as well 
as mitigate the impact of cost recovery on rates. 

If a rate of return premium is sought by the acquiring company, Staff will 
determine the premium percentage and recovery period on a case-by-case basis. 
Recovery via the rate of return premium will be calculated to recoup only the 
excess of the purchase price over the book value of the plant in service. 

6. THE ACQUISITION IS IN THE PUBLIC INTEREST 

Staff will investigate the acquirer’s compliance history with the ADEQ and the 
ADWR to determine if it is a fit and proper entity to acquire a small water utility. 
Acquisition incentives will not be granted to entities that are currently in violation of 
rules set forth by ADEQ and/or ADWR. 
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The acquisition of a small water utility would comply with the standard of public 
interest if the above detailed five conditions are met, and no ADEQ andor ADWR rule 
violations are pending. Additionally, the following circumstances may further 
demonstrate how an acquisition could be in the public interest: 

The small water utility is insolvent, defined as “unable or having ceased to pay 
debts as they fall due in the usual course of business”. 

0 The small water utility will have increased opportunities to obtain short-term 
financing as a result of the acquisition. This will enable the company to make 
improvements to, and correct deficiencies within its water system that would 
enable it to serve water that meets the quality standards set forth in the Safe 
Drinking Water Act. 

Short-term and long-term cost savings can be demonstrated as a result of the 
acquisition, as well as efficiencies and economies of scale. 

0 As a result of the acquisition, delinquent remittance of transaction privilege tax 
andor property tax by the small water utility to the Arizona Department of 
Revenue will be satisfied. 
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PROPOSED PROCEDURE 

Once the two entities enter into a transfer/purchase agreement, they will submit a 
joint application to the Commission pursuant to Arizona Administrative Code Section 
R14-2-103. The joint application should include the following information: 

a) A Commission approved rate application for water companies with annual 
gross operating revenues of less than $250,000 for the small water utility 
to be acquired as of the most recent fiscal year end, or all the information 
required in such a rate case application along with a request for a 
Commission accounting order delineating how the acquisition incentive 
will be treated. 

b) Financial statements of the acquirer as of the most recent fiscal year end. 
c) Disclosure of transaction as either an asset purchase and Certificate of 

Convenience and Necessity transfer, or stock purchase. 
d) A copy of the purchase agreementhale document including the proposed 

purchase price. 
e) A detailed explanation and supporting evidence to demonstrate how the 

acquisition meets the six conditions to be eligible for recovery of an 
acquisition adjustment in rates. 

0 A list and explanation of current known deficiencies of the system to be 
acquired as well as the acquirer’s proposed solutions to remedy the 
deficiencies, along with the costs, and timefiame for implementing the 
solutions. 

g) Reconstruction Cost New (RCN) for the small water utility to be acquired 
or adequate information for an RCN study to be performed. 

h) A detailed calculation of the proposed acquisition adjustment requested to 
be eligible for recovery in rates, a proposal for its method of recovery, and 
a calculation of its effect on rates. 

Upon submission of the application, Staff will analyze the documentation to 
determine whether the acquisition meets the six conditions identified in Decision No. 
62993, by: 

1. 

2. 

3. 

Analyzing the company’s financial information to determine that it is a Class D or 
E water utility. 

Assessing the acquiring entity’s financial resources to determine if sufficient 
financial resources are available to acquire a small water utility without 
jeopardizing the acquirer’s good financial standing. 

Evaluating the acquirer’s proposed actions to assess whether customers of the 
acquired small water utility will receive improved service within a reasonable 
time frame. 
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4. Evaluating the original cost of the existing plant assets on the acquired utility’s 
books, as well as RCN amounts. Staff will then compare those two amounts with 
the proposed purchase price to determine if the purchase price is fair and 
reasonable; if the purchase price was negotiated, and if the sale will be conducted, 
through an arms length transaction; and what amount of acquisition adjustment or 
rate of return premium, if any, will be allowed. 

5. Classifying the acquisition incentive as either a regulatory asset (acquisition 
adjustment) or a rate of return premium, to be recovered over a specific time. 

6. Reviewing the documentation provided in response to the five conditions set 
forth, as well as other potential benefits identified by the acquirer and determine if 
the acquisition meets the criteria of public interest. Staff will also evaluate 
whether the acquirer is a “fit and proper” entity to purchase a small water utility. 

7. Requesting and analyzing other informatioddata that Staff andor the 
Commission deems necessary for a particular case. 

Page 6 o 5 



ATTACHMENT C 

Proposed Policy 
For 

Water System Tiered Rate Design 

Pricinghate design is the Commission’s primary means of encouraging 
conservation. The Commission can do this by implementing inverted block rates, i.e., 
tiered rates. Tiered rates may not be appropriate in all circumstances. Staff will consider 
the appropriateness of an inverted three-tiered commodity rate structure for all water 
company rate cases, and if appropriate, will recommend such a tiered rate structure to 
encourage conservation. The tiers should be designed in a manner that customers who 
conserve will recognize cost savings, while high water users will pay a greater portion of 
the costs that increased usage places on the water system. Criteria for evaluating the 
appropriateness and/or type of tiered rate structure on a case-by-case basis shall include, 
but not be limited to, the following: 

1 .  Number of service connections on the system. 

2. Number of high usage customers on the system. 

3. Gallons of average water usage per connection per month. 

4. Gallons of median water usage per connection per month. 

5. Source of supply. 
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ATTACHMENT D 

Proposed Policy 
For 

Central Arizona Project (CAP) Cost Recovery 

The consensus of the CAP Working Group is that the Arizona Corporation 
Commission (Commission) should encourage water companies to retain their Central 
Arizona Project (CAP) water allocation. The purpose is to allow water companies to 
accomplish long term planning of their water resource needs for the benefit of their 
customers. The consensus of the group was that the Commission should accomplish this 
encouragement as follows: 

1. A water company would be allowed to recover CAP costs if it could demonstrate 
that it needed the CAP allocation to properly serve its customers. 

2. The water company must demonstrate that the need would occur by the year 
2025. 

3. The water company must demonstrate that it will actually be using a reasonable 
amount of its CAP allocation by 2025. 

4. The water company must demonstrate that it will be using all of its CAP 
allocation by 2034. 

5. “Use” will be those methods of using CAP water that are defined as “use” by the 
Arizona Department of Water Resources. 

6 .  In order to obtain cost recovery, a water company must file a rate case and 
provide evidence demonstrating items 1 though 4 above. 

7. At the time that cost recovery is approved for a water company, cost recovery will 
depend on how much of company’s CAP allocation is actually being used - 
a. If none of the CAP allocation is actually being used, the company will be 

allowed to recover dollar for dollar its appropriate CAP expenses, without 
earning a rate of return. The cost recovery will be split between a charge in 
the commodity portion of the rate and a CAP Hook-up Fee. The charge in the 
commodity will be that amount needed to pay the M&I portion of the expense 
for that amount of CAP water equal to the amount of groundwater actually 
being used by the current customers. The CAP Hook-up Fee will be 
calculated as that portion needed to pay the remainder of the M&I charges. 
This is similar to the method used in the Vail Water Company rate case 
(Decision No. 62450). If the CAP Hook-up Fee is determined by the 
Commission to have to be excessive in order to recover all the CAP costs, the 

Page 1 o f2  



remainder should be deferred and collected later as the company grows and 
adds additional customers andor the rate of growth increases to allow the 
collection of additional CAP Hook-up Fees. 

b. If only a portion of the CAP allotment is being used, cost recovery will be 
split. For that portion of the CAP allotment not being used, cost recovery will 
be allowed as explained above (#7a). For that portion of the CAP allotment 
actually being used, cost recovery will be as with any other used and usefd 
item in a rate case, i.e., the plant needed will be included in rate base and earn 
a rate of return, while the M&I and OM&R expenses for that portion of the 
CAP allotment will be recovered as any other expense. 

c. When all the CAP allotment is being used, cost recovery will be as described 
in the second half above (#7b), i.e., just like any other plant and expense item 
that is used and useful. 

d. For those water companies that have not obtained a specific accounting order 
from the Commission that details how CAP costs incurred up to this time 
would be treated and meet items 1 through 4 above, the actual amount of 
direct costs incurred @e., no rate of return or cost of money) should be 
recovered in rates by some method determined in a rate case, as long as such 
an allowance is not somehow improper (e.g., retroactive rate making, contrary 
to some mandatory accountinghate making principle, etc.). 

8. Within 5 years of obtaining approval for cost recovery of the CAP costs, the water 
company must submit a detailed engineering plan outlining how the water will be 
put to use. 

9. If a water company that has obtained cost recovery from the Commission is not 
using its total CAP allotment by 2034, that portion not being used shall be sold. If 
a water company has recovered from ratepayers the cost for retaining that portion 
of the CAP allocation it sells, all net proceeds shall be refunded to ratepayers in a 
manner to be determined by the Commission at that time. Similarly, if a water 
company sells all or any portion of its CAP allocation after recovering from 
ratepayers the cost to retain the portion it sells, all net proceeds shall be refunded 
to ratepayers. 

Page 2 of 2 
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RUCO responses to Global’s data requests: 

Willow 1. I Please provide all work-papers associated with RUCO’s testimony. 

No schedules were used, all testimony and exhibits have been included in Mr. 
Michlik’s testimony. 

Willow 1.2 Admit that EPCOR Water Arizona lnc. has the management capability to 

own and operate the Willow Valley sy 

unqualified admission, provide a complete description of the basis of your response, 

including stating each fact or document on which you based your resp 

m. If your response is anything other than an 

RUCO’s job is not to oversee or evaluate Company management capabilities to 

own and operate the Willow Valley system, no 

administrative code. If the Company needs assistance in evaluating its 

management, financial, or technical capabilities, it can hire an outside consultant 

to resolve any issues it may have. 

it prescribed in the Arizona 

Willow 1.3 Admit that EPCOR Water Arizona Inc. has the financial capa 

operate the Willow Valley system. If your res 

admission, provide a complete description of the basis of your response, including 

stating each fact or document on which you 

nse is anything other than an unqualified 

sed your response. 

See RUCO response to Company data request Willow 1.2. In addition, the 

Company objected to RUCO 4.03 which asked for updated financial information 

related to dividend payouts, not to mention most of the other financial data in this 

document is subject to a confidentiality agreement. So, even if the Commission 

were to ask RUCO to do some type of financial analysis to assess the Company’s 

financial capability the Company would have to provide RUCO with this 

information. 



Willow I .4 Admit that EPCOR Water Ariz n In h the t hnical , ability to N n  

and operate the Willow Valley system. If your response is anything other than an 

unqualified admission, provide a complete description of the basis of your response, 

including stating each fact or document on which you based your response. 

See RUCO response to  Company data request Willow 1.2. 

Willow 1.5 List each decision of the Arizona Corporation Commission, of which RUCO is 

aware, where the Commission approved a regulatory liability for ADIT in an asset 

transfer (as proposed in the testimony of RUCO Witness Michlik). 

not aware of any Commission approved regulatory liability for ADIT in 
an a s s e t  transfer. 

Willow 1.6 To the knowledge of RUCO, list each prior docket where RUCO 
regulatory liability for ADIT in an asset transfer (as proposed in the testimony of RUCO 
Witness Michlik). 

RUCO is not aware of any recommendations that it h a s  made in the past 
regarding this i s sue  at this juncture. 

Willow 1.7 Admit that if a regulatory liability is created for ADIT (as proposed in the 
testimony of RUCO Witness Michlik), that BWAZ will be required to use straight line 
depreciation for income tax purposes under the IRS Depreciation Normalization Rules 
[§168(i)(9) of the Internal Revenue Code of 1986, as amended (Code), and Treas. Reg. 
.§l.l 67(1) - I (together, Depreciation Normalization Rules)]. If your response is anything 
other than an unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your response. 

RUCO cannot admit or deny at this point a s  RUCO is researching this issue,  and 
will supply a supplemental response at a later date. 
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Willow 1.8 Provide RUCO’s calculation of the ratepayer impact if EWAZ is forced to use 
straight line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [§68(i)(9) of the Internal Revenue Code of 1986, as amended 
(Code), and Treas. Reg.5l.l 67(l) - I (together, Depreciation Normalization Rules)]. If 
your response is anything other than an unqualified admission, provide a complete 
description of the basis of your response, including stating each fact or document on 
which you based your response. 

See RUCO response to Company data request Willow 1.7. 

Willow I .9 Regarding Attachment C to Mr. Michl 
Memorandum dated June 29, 201 5), admit that none of the proposed policy statements 

nded in that memorandum were ever a d as formal policy statements by 
n an unqualifi 

ur response, includi 
mission. If your response 

provide a complete description of 
or document on which you based your response. 

RUCO cannot admit or deny a 
will supply a supplemental response at a later date. 

is point as RUC ing this issue, and 

Willow 1 . I O  Regarding the March 19, 2012 Commission S 
Mr. Michlik’s Direct Testimony, admit that the Arizona Cor 
adopted the recommendations set forth in that memorandum. If your respons 
anything other than an unqualified admission, provide a complete description of the 
basis of your response, including stating each fact or document on which you based 
your response. 

Memorandum attached to 
tion Commission has not 

See RUCO response to Company data request Willow 1.09 

Willow 1 .I I Regarding the article on “Tolleson to get $4.3M settlement in water 
treatment plant dispute” (Attachment D to Mr. Michlik’s Direct Testimony), please 
provide the name of the publication this article appeared in, the date, and the page. 

West Valley View, Friday, June 12,2015 page I. 
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Willow 1 .I2 Regarding Mr. Michlik’s statement that the ”legal disputes” referenced in 
Attachment D to his Direct Testimony “could affect the Company’s financial viability”. 
(Page 16, lines 17 to 19). Please provide the following: 

A. 

B. 

C. 

Mr. Michlik’s financial analysis of how EPCOR Water Arizona Inc.’s financial 

viability could be impacted by the referenced legal disputes. 

Did Mr. Michlik review any other documents other than the news articles in 
Attachment D in researching the impact of these legal disputes on EPCOR Water 
Arizona Inc.? 

(i) For example, Did Mr. Michlik review legal pleadings? 

(ii) Did he review notes to financial statements regarding the litigation? 

Provide Mr. Michlik’s analysis of EPCOR’Water Arizona Inc.’s maximum 

financial exposure in these legal disputes. 

analysis is very simple, if the Company is still involved in a series of 
putes, and has to pay out millions of dollars that means the Company 

ystem. has less money to invest in this w 

Willow 1.13 Regarding Attachment F to Mr. Michlik’s Direct Testimony, provide the 
following information: 

A. Any prior public versions of this document. 

B. Who compiled the document? 

C. When the document was compiled. 

D. Describe the methodology used to prepare the document. 

E. How many of these states have as many water companies as Arizona? 

In response to B: The information was provided by the National Association of 
Water Companies (“NAWC”). 

RUCO does not have any information relating to questions A, C, D, or E. Since 
NAWC is the trade group that represents Global. RUCO suggests that the 
Company ask the questions to NAWC. 
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Willow I . I 4  Regarding Mr. Michlik's statement that Global Water Resources, Inc. is a 
class A utility", [Michlik Direct at page 3, line 10-13 and page 16, line 12) admit that 
Global Water Resources, Inc. is a "Public Utility Holding Company" as defined in A.A.C. 
R14-2-801, and not a "Class A" utility as defined in A.A.C. R14-2-103. If your response is 
anything other than an unqualified admission, provide a complete description of the 
basis of your response, including stating each fact or document on which you based 
your response. 

RUCO's classification was based on Staff's sufficiency letter dated November 7, 
2012. Upon further review, RUCO agrees that Global Water Resources, Inc. is a 
Public Utility Holding Company. 

Regarding Mr. Michlik's statement that Global Water Resources, Inc. is an 
Arizona corporation, admit that Global Water Resources, Inc. is a Deiaware c 
If your response is anything other than an unqualified admission, provide a 

ion. 

n of the basis of your response, including stating each fact or 
based your response. 

I Water Resources, Inc. probably was incorporated in Delaware, and does 
business in Arizona, and has offices in the Phoenix Area. Further, from Global 

rces website ''Global Water Resources Corp (GWRC) was 
n British Columbia to acquire shares of U.S. based Global Water and 

to actively participate in the management, business and operations of Global 
Water through its representation on the board of directors of Global Water and its 
shared management of Global Water. GWRC owns an approximate 48.1% interest 
in Global Water." 

Willow 1 . I6  Mr. Michlik's Direct Testimony states that "The Company's proposed 
acquisition adjustment seems very similar to a System Improvement Benefits (WB") 
Mechanism in which utility plant is built between rate cases. The Arizona Court of 
Appeals subsequently determined that the SIB was illegal (see Attachment A). This is 
basically the same situation in this case as the acquisition premium as proposed will 
create rate increases between rate cases without a fair value determination" (Michlik 
Direct at page 7, lines 12 to 18). If the SIB mechanism and EWAZ's proposed 
acquisition adjustment mechanism are illegal because they change rate base outside of 
a rate case, please explain how RUCO's proposed "ratepayer protection mechanism" 

5 



(Michlik Direct at page 20, lines 20-21), which reduces rate base outside a rate case, is 
legal. 

RUCO believes the initial premise to the question is no longer valid. The 
Company has clarified or modified its proposed acquisition adjustment in which 
it states it will not ask for rates outside of a rate case, but will ask for the premium 
be recovered in a rate case (see Testimony of EPCOR witness Sarah Mahler), thus 
eliminating RUCO’s concern over the fair value determination. RUCO’s ratepayer 
protection mechanism does not adjust outside of a rate case -there is no fair 
value issue with RUCO’s recommended treatment of the acquisition premium. 
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RUCO’s Updated responses to Global’s data requests: 

Willow 1.7 Admit that if a regulatory liability is created for ADIT (as proposed in the 

depreciation for income tax purposes alization Rules 

llow 1.8 Provide RUC 

Willow 1.9 Regarding Attachment C to Mr. Michlik‘s Direct Testimony 
Memorandum dated June 29,201 5), admit that none of the proposed 
recommended in that memorandum were eve 
the Commission. If your ponse is anything 

Walker rebuttal page 6, line 3. 
Walker rebuttal page 7, line 7. 
Walker rebuttal page 6, line 4. 



provide a complete description of the basis of your response, including stating each fact 
or document on which you based your response. 

Deny see the Surrebuttal Testimony of Jeffrey M. Michlik. 

Willow 1.10 Regarding the March 19, 2012 Commission Staff Memorandum attached to 
Mr. Michlik's Direct Testimony, admit that the Arizona Corporation 
adopted the recom 

alified admission, provide a complete 
set forth in that memorandum. If your 

ing stating each 
your response. 

Deny ita1 T ffrey M. Michlik. 
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STAFF’S RESPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-15-0131 AND W-01303A-15-0131 

Willow 1.1 Please provide all work papers associated with Staffs testimony. 

RESPONSE: Sending under separate cover. 

RESPONDENT: Darron Carlson 



The Going Concern Principle 

The going concern principle is the assumption that an entity will remain in business for the foreseeable 

future. Conversely, this means the entity will not be forced to halt operations and liquidate its assets 

in the near term at what may be very low fire-sale prices. By making this assumption, the accountant 

is justified in deferring the recognition of certain expenses until a later period, when the entity will 

presumably still be in business and using its assets in the most effective manner possible. 

An entity is assumed to be a going concern in the absence of significant information to  the contrary. 

An example of such contrary information is an entity’s inability to meet its obligations as they come 

due without substantial asset sales or debt restructurings. I f  such were not the case, an entity would 

essentially be acquiring assets with the intention of closing its operations and reselling the assets to 

another party. 

I f  the accountant believes that an entity may no longer be a going concern, then this brings up the 

issue of whether its assets are impaired, which may call for the write-down of their carrying amount to 

their liquidation value. Thus, the value of an entity that is assumed to be a going concern is higher 

than its breakup value, since a going concern can potentially continue to earn profits. 

The going concern concept is not clearly defined anywhere in generally accepted accounting principles, 

and so is subject to a considerable amount of interpretation regarding when an entity should report it. 

However, generally accepted auditing standards (GAAS) do instruct an auditor regarding the 

consideration of an entity‘s ability to continue as a going concern. 

The auditor evaluates an entity’s ability to continue as a going concern for a period not greater than 

one year following the date of the financial statements being audited. The auditor considers (among 

other issues) the following items in deciding if there is a substantial doubt about an entity’s ability to 

continue as a going concern: 

0 Negative trends in operating results, such as a series of losses 



0 

0 

0 

0 

Loan defaults by the company 

Denial of trade credit to the company by its suppliers 

Uneconomical long-term commitments to which the company is subjected 

Legal proceedings against the company 

If there is an issue, the audit firm must qualify its the audit report with a statement about the 

problem. 

It is possible for a company to mitigate an auditor's view of its going concern status by having a third 

party guarantee the debts of the business or agree to provide additional funds as needed. By doing so, 

the auditor is reasonably assured that the business will remain functional during the one-year period 

stipulated by GAAS. 

Similar Terms 

The going concern principle is also known as the going concern concept. 



1. Staff should evaluate whether to support the transfer or just recommend against the 
acquisition premium and set forth some conditions. It is not in the public interest to reward 
companies with significant rate increase and a SIB only to have them do nothing to improve 
their operations. 

a. Global’s lack of action to further the public interest may be further compounded by 
yet unknown conditions that might be disclosed in a review of Epcor’s due diligence 
workpapers and the review of the board minutes of both companies. (See 8 & 9 
below). 

b. Global’s compliance filing of May 29,2015 in 12-0309 et al indicates that very little 
has been done to reduce water loss in this and other systems. 

c. Refusal to provide due diligence workpapers prevents Staff from verifying that any 
significant due diligence was performed. 

d. Refusal to provide due ddgence workpapers prevents Staff from evaluating any 
known detriments or benefits to ratepayers, as would be discussed in due diligence 
workpapers. 

e. A recommendation against approving the transfer should be accompanied by Staff 
concerns about the filing and items to be considered in the event that the ACC does 
approve the transfer. 

2. Prior rate case 12-0309 et al, Decision No. 74364, Willow Valley was awarded a rate increase 
of $404,269, or 57.53’/0, a SIB, and a rate design heavily weighted with amounts from the 
monthly minimums. 

a. None of this has resulted in any improvements such as SIB related or any other 
repairs. It appears that the rate increase has benefitted the company only. 

b. Global had argued that SIB was necessary and would result in reductions to water 
loss but has failed to effect any repairs. 

c. Any changes to the existing SIB as part of this case would represent changes to a 
previously approved SIB outside of a rate case. 

3. The transfer of assets will result in a rate base supported by a capital structure / COE that 
would result in savings for the ratepayers. Epcor is not willing to share benefits with 
ratepayers. This would save ratepayers appx $40K per year. In response to GWB 1.3, 
EWAZ touts rate stability as a benefit to ratepayers from the sale. “Rate Stability: EWAZ is 
not seeking, as part of this Application, to change any of the rates previously approved by 



the Commission. This will limit customer confusion or concern regarding the new 
ownership structure in Willow Valley.” 

4. Wdlow Valley is not a small troubled company, since its parent is well capitalized and has 
access to the financial markets. 

5. GWB 1.10 is unresponsive. Operational concerns should be answered more fully with 
current information from Global instead of just sending in testimony from 2012 case. If 
Global does not want to answer, it’s another reason to recommend denial. 

6. Companies seek a 10% acquisition premium based on an overstated rate base. Slight 
discrepancy in response to GWB 1.3. Text of 1.3 states rate bases at $2,268,031 while 
supporting schedule shows rate base of $2,273,846, a difference of $5,815. More important 
concern is that the rate base schedules submitted in response to GWB 1.6 shows current rate 
base of $1,964,397. Significant different due to the exclusion of ADIT from the rate base 
used in the rate base used by the Companies in determining the sale price of $2,494,834, 
meaning that the acquisition premium is more correctly stated at $530,537 or 27 percent. 
The ADIT liability represents a reduction to rate base for taxes funded by rates but not yet 
remitted to the taxing entities. Failure to recognize the ADIT liability deprives ratepayers of 
the benefits for taxes already paid and funded through rates but not remitted by Global. Per 
response to GWB 1.6, the ADIT as of December 31,2014 is $260,224 which is an ADIT 
liability of $293,862 net of an ADIT receivable of $33,638. The Seller’s rate base schedule 
3.2 also includes $1 9,767 for “Utility Plant Acquisition Adjustment” (not previously 
approved? And its inclusion in the current calculation effectively does approved it) and fails 
to include Customer Meter Deposits of $31,898. The buyer will be responsible to refund 
Customer Meter Deposits as needed and it is unclear why these amounts should be excluded 
from the calculation. If meter deposits are not intended to transfer for purposes of 
calculating the sales price, the value of the meter deposits should be imputed for ratemaking 
purposes and for purposes of calculating the acquisition premium. Failure to recognize 
meter deposits also deprives ratepayers of the reduction to the price and in-a rate case, fails 
to recognize the non-investor supplied capital. 

7. GWB 1.1 1 Companies state that there are no employees directly employed by Willow and 
are employees of Global Water. Question is unresponsive in terms of other indirect 
employment and related costs and if the transfer will harm or help ratepayers. 

8. Due Diligence workpapers - EWAZ objected to providing these. Staff is therefore unable 
to verify that any due dlhgence has been performed or to evaluate the scope of the review. 
Staff is further unable to determine whether any potential benefits or detriment to ratepayers 
are expected or anticipated. 

9. Board of Directors minutes and presentations - Companies object to providing these. Staff 
is unable to confirm the support of either company’s board. Staff is further unable to 



determine whether any potential benefits or detriment to ratepayers are expected or 
anticipated. 
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lnternal Revenue %ervice 

Number: 2Q1541QlO 
Release Date: 10/9/2015 

Index Number: 167.22-01 

Department of the Treasury 
Washington, DC 20224 

Third Party Communication: None 
Date of Communication: Not Applicable 

Person To Contact: 
ID No. 

Telephone Number: 

Refer Reply To: 

PLR-143241-14 
Date: 
July 06, 2015 

CC:PSI:B06 

LEGEND: 

Taxpayer 

Parent 

State A 
State B 
Commission A 
Commission B 
Commission C 
Operator 
Year A 
Case A 
Case B 
Case C 
Date X 
Director 

Dear 

This letter responds to Parent’s request, made on behalf of Taxpayer, dated 
January 9, 2015, for a ruling on the application of the normalization rules to certain 
regulatory procedures applied in State as described below. 

The representations set out in your letter follow. 



PLR-143241-14 2 

Taxpayer, a wholly-owned subsidiary of Parent, is primarily engaged in the 
business of generating, transmitting, distributing, and selling electric power to customers 
in State A and State B. It is subject to regulation by Commission A, Commission B, and 
Commission C with respect to terms and conditions of services, including the rates it 
may charge for its services. All three Commissions establish Taxpayer’s rates based on 
Taxpayer’s costs, including a provision for a return on the capital employed by Taxpayer 
in its regulated business. 

The law of State A provides a process under which a utility may recover its costs 
relating to projects such as new electric generation facilities as a stand-alone rate 
adjustment added to customers’ base rates. As relevant to this ruling request, the 
process for setting the rates involves two components. First, a taxpayer files estimated 
projections of all factors, including Accumulated Deferred Federal Income Taxes 
(ADFIT), relevant to the costs associated with the facility that is the subject of the rate 
adjustment. Rate base for this purpose is calculated using an average of the thirteen 
projected end of month balances of the components of rate base. The rate adjustment 
computed using these projections goes into effect at the beginning of the test period. 
The test period is a twelve month period. The anticipated collections from rate payers, 
the actual cost incurred with respect to the generating facility and any differences 
between anticipated amounts and actual amounts are reconciled by a “true-up” 
mechanism at the end of the test year. Under this mechanism, the reconciliation 
amount is either charged to ratepayers (if actual revenues are below estimates) or 
credited to ratepayers (if actual revenues exceed estimates) as part of the rates 
established for the forthcoming rate year. For both under and over collections, a 
carrying charge is imposed. 

Taxpayer owns and operates electric transmission lines in several states, 
inciirdirrg Siaie A and State B. These lines are integrated iiito Gperatoi, a regional 
transmission operator. The rates that Taxpayer may charge its customers for these 
transmission services are set using a formula approved by Commission C. The formula 
rates are calculated using a methodology similar to that used to calculate the rate 
adjustments, inasmuch as the formula rates are calculated using projected costs to 
establish rates during the period for which rates are being set and a true-up based on 
over or under recoveries that are reflected in a subsequent rate year. The rates are 
determined by application of the formula approved by Commission C and go into effect 
with no additional action by Commission C. 

Taxpayer claims accelerated depreciation on its tax returns to the extent 
permitted by the Internal Revenue Code. Taxpayer normalizes the federal income 
taxes deferred as a result of its use of accelerated depreciation and thus maintains an 
ADFIT balance on its regulatory books. In ratemaking proceedings before 
Commission A to authorize rate adjustments as well as in calculation of the formula 
rates, rate base is reduced by the calculated ADFlT balance. In calculating its ADFIT 
balance for purposes of both the projection and true-up elements of the rate adjustment 
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calculations, Taxpayer followed the same averaging conventions it used for the other 
components of rate base. However, for prior formula rate filings, Taxpayer had 
calculated its ADFIT balance by an average of the beginning and ending balances 
notwithstanding that it used a 13-month average for computation of the plant portion of 
rate base. In those prior cases, the averages are calculated in accordance with the 
provisions of the Commission-approved template and the differences in averaging 
conventions are required by the regulations adopted by Commission C. 

Section 1.167(1)-1(h)(6) of the Income Tax Regulations requires that a proration 
methodology be used by Taxpayer to calculate its applicable ADFIT balance for future 
test periods. Prior to Year A, Taxpayer had not used the proration methodology either 
in estimating its projected ADFIT balance or for the calculation of ADFIT for purposes of 
the true-up. Members of Taxpayer’s tax department became concerned about the 
normalization implications of not using the proration formula during Year A. In filing 
Case A, Case B, and Case C, Taxpayer incorporated the proration methodology into the 
calculation of its projected ADFIT balance. In addition, Taxpayer incorporated the 
proration methodology into the calculation of the true-up in Case B. The staff of 
Commission A did not agree that the test period used for the rate adjustment 
ratemaking was a future test period and therefore asserted that the proration 
methodology was not required. In each of these cases, Commission A approved the 
use of the proration methodology in the projected ADFIT balance but denied its use in 
the true-up. When Commission A approved the use of the proration methodology for 
the projected ADFIT balance, it revised a portion of the Taxpayer’s cash working capital 
allowance to reflect the adoption of the proration methodology. The adjusted portion 
was intended to compensate Taxpayer for the lag in time between when expenditures 
are made for services by Taxpayer and when collections for those services are received 
by Taxpayer. Commission A concluded that the item in the cash working capital 
allowance was duplicative of the effect of the proration methodology and was thus 
unnecessary. Due to the uncertainty surrounding the application of the proration 
methodology and the adjustment to cash working capital, Commission A directed 
Taxpayer to seek this ruling from the Internal Revenue Service. 

Both Commission A and Commission C at all times have required that all public 
utilities under their respective jurisdictions use normalized methods of accounting. 

Taxpayer requests that we rule as follows: 

1. The proration methodology requirement does not apply to stand-alone rate 
adjustment ratemaking and to the Commission C formula rates even if they 
involve future test periods. 

2. The estimated projection component of both the stand-alone rate adjustment 
ratemaking and the formula rate does not employ a future test period within the 
meaning of § l.l67(I)-l(h)(6)(ii) and therefore Taxpayer is not required to use the 
proration methodology in order to comply with the normalization rules. 
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3. The true-up component of both the stand-alone rate adjustment ratemaking and 
the formula rate does not employ a future test period within the meaning of § 
1.167(1)-1 (h)(6)(ii) and therefore Taxpayer is not required to use the proration 
methodology in order to comply with the normalization rules. 

4. In Taxpayer’s stand-alone rate adjustment proceedings, an adjustment to 
eliminate from the Taxpayer’s cash working capital allowance any provision for 
accelerated depreciation-related ADFIT if the proration methodology is employed 
does not conflict with the normalization rules. 

5. In order to comply with the consistency requirement of the normalization rules, it 
is not necessary that the Taxpayer use the same averaging convention it uses in 
computing the other elements of rate base in computing its ADFIT balance for 
purposes of the formula rates. 

6. If the Service rules adversely with respect to Rulings 1, 2, or 3, above, any failure 
by Taxpayer to employ the proration methodology prior to the proceedings in 
Cases A, B, or C or the effective date approved by Commission C for the 
requested modification of the formula rates was not a violation of the 
normalization rules requiring sanctions for such violation. 

7. In the event that the Service rules adversely with respect to Ruling 5, above, 
Taxpayer’s failure to comply with the consistency requirement in connection with 
its formula rates prior to the effective date approved by Commission C for the 
requested modification of the formula rates was not a violation of the 
normalization rules. 

Law and Analysis 

Issues I and 2 

Former section 167(1) of the Code generally provided that ptibiic utilities 
were entitled to use accelerated methods for depreciation if they used a “normalization 
method of accounting.” A normalization method of accounting was defined in former 
section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 
Section 1.167(1)-I (a)(l) of the Income Tax Regulations provides that the normalization 
requirements for public utility property pertain only to the deferral of federal income tax 
liability resulting from the use of an accelerated method of depreciation for computing 
the allowance for depreciation under section 167 and the use of straight-line 
depreciation for computing tax expense and depreciation expense for purposes of 
establishing cost of services and for reflecting operating results in regulated books of 
account. These regulations do not pertain to other book-tax timing differences with 
respect to state income taxes, F.I.C.A. taxes, construction costs, or any other taxes and 
items. 

Section 168(9(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
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meaning of section 168(i)(lO)) if the taxpayer does not use a normalization method of 
accou n ti ng . 

In order to use a normalization method of accounting, section 168(i)(9)(A) 
requires that a taxpayer, in computing its tax expense for establishing its cost of service 
for ratemaking purposes of establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of 
depreciation with respect to public utility property that is the same as, and a 
depreciation period for such property that is not shorter than, the method and period 
used to compute its depreciation expense for such purposes. Under section 
168(i)(g)(A)(ii), if the amount allowable as a deduction under section 168 differs from the 
amount that-would be allowable as a deduction under section 167 using the method, 
period, first and last year convention, and salvage value used to compute regulated tax 
expense under section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve 
to reflect the deferral of taxes resulting from such difference. 

Section 1.167(1)-1 (h)(6) sets forth additional normalization requirements with 
respect to public utility property. Under § I .167(1)-1 (h)(6)(i), a taxpayer does not use a 
normalization method of accounting if, for ratemaking purposes, the amount of the 
reserve for deferred taxes excluded from the rate base, or treated as cost-free capital, 
exceeds the amount of the reserve for the period used in determining the taxpayer's 
ratemaking tax expense. Section I .167(l)-I (h)(6)(ii) also provides the procedure for 
determining the amount of the reserve for deferred taxes to be excluded from rate base 
or to be included as no-cost capital. If, in determining depreciation for ratemaking tax 
expense, a period (the "test period") is used which is part historical and part future, then 
the amount of the reserve account for this period is the amount of the reserve at the end 
of the historical portion of the period and a pro rata amount of any projected increase to 
be credited to the account during the future portion of the period. The pro rata amount 
of any increase during the future portion of the period is determined by multiplying the 
increase by a fraction, the numerator of which is the number of days remaining in the 
period at the time the increase is to accrue, and the denominator of which is the total 
number of days in the future portion of the period. 

Section l.l67(l)-l(h)(6)(i) makes it clear that the reserve excluded from rate base 
must be determined by reference to the same period as is used in determining 
ratemaking tax expense. A taxpayer may use either historical data or projected data in 
calculating these two amounts, but it must be consistent. As explained in section 
1.167(1)-1 (a)( I ) ,  the rules provided in section 1.167(1)-I (h)(6)(i) are to insure that the 
same time period is used to determine the deferred tax reserve amount resulting from 
the use of an accelerated method of depreciation for cost of service purposes and the 
reserve amount that may be excluded from the rate base or included in no-cost capital 
in determining such cost of services. 

If a taxpayer chooses to compute its ratemaking tax expense and rate base 
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exclusion amount using projected data then it must use the formula provided in section 
I .I 67(1)-1 (h)(6)(ii) to calculate the amount of deferred taxes subject to exclusion from 
the rate base. This formula prorates the projected accruals to the reserve so as to 
account for the actual time these amounts are expected to be in the reserve. As 
explained in § 1.167(1)-1 (a)(l), the formula in section 1.167(1)-1 (h)(6)(ii) provides a 
method to determine the period of time during which the taxpayer will be treated as 
having received amounts credited or charged to the reserve account so that the 
disallowance of earnings with respect to such amounts through rate base exclusion or 
treatment as no-cost capital will take into account the factor of time for which such 
amounts are held by the taxpayer. 

The purpose of the proration formula is to prevent the immediate flow-through of 
the benefits of accelerated depreciation to ratepayers. The proration formula stops flow- 
through by limiting the deferred tax reserve accruals that may be excluded from rate 
base, and thus the earnings on rate base that may be disallowed, according to the 
length of time these accruals are actually in the reserve account. 

The effectiveness of § 1.167(1)-1 (h)(6)(ii) in resolving the timing issue has been 
questioned by its failure to define some key terms. Nowhere does this provision state 
what is meant by the terms "historical" and "future" in relation to the period for 
determining depreciation for ratemaking tax expense (the "test period"). One 
interpretation focuses on the type or quality of the data used in the ratemaking process. 
According to this interpretation, the historical period is that portion of the test period for 
which actual data is used, while the portion of the period for which data is estimated is 
the future period. The second interpretation focuses on when the utility rates become 
effective. Under this interpretation, the historical period is that portion of the test period 
before rates go into effect, while the portion of the test period after the effective date of 
the rate order is the future period. 

The first interpretation, which focuses on the quality of the ratemaking data, is an 
attractive one. It proposes a simple rule, easy to follow and to enforce: any portion of 
the reserve for deferred taxes based on estimated data must be prorated in determining 
the amount to be deducted from rate base. The actual passage of time between the 
date ratemaking data is submitted and the date rates become effective is of no 
importance. But this interpretation of the regulations achieves simplicity at the expense 
of precision; in other words, it is overbroad. The proration of all estimated deferred tax 
data does serve to magnify the benefits of accelerated depreciation to the utility, but this 
is not the purpose of normalization. Congress was explicit: normalization "in no way 
diminishes whatever power the [utility regulatory] agency may have to require that the 
deferred taxes reserve be excluded from the base upon which the utility's permitted rate 
of return is calculated." H.R. Rep. No. 413, 91st Cong., 1st Sess. 133 (1969). 

In contrast, the second interpretation of section I .I 67(1)-1 (h)(6)(ii) of the 
regulations is consistent with the purpose of normalization, which is to preserve for 
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regulated utilities the benefits of accelerated depreciation as a source of cost-free 
capital. The availability of this capital is ensured by prohibiting flow-through. But 
whether or not flow-through can even be accomplished by means of rate base 
exclusions depends primarily on whether, at the time rates become effective, the 
amounts originally projected to accrue to the deferred tax reserve have actually 
accrued. 

If rates go into effect before the end of the test period, and the rate base 
reduction is not prorated, the utility commission is denying a current return for 
accelerated depreciation benefits the utility is only projected to have. This procedure is 
a form of flow-through, for current rates are reduced to reflect the capital cost savings of 
accelerated depreciation deductions not yet claimed or accrued by the utility. Yet 
projected data is often necessary in determining rates, since historical data by itself is 
rarely an accurate indication of future utility operating results. Thus, the regulations 
provide that as long as the portion of the deferred tax reserve based on projected 
(future estimated) data is prorated according to the formula in section 1.167(I)-l(h)(6)(ii), 
a regulator may deduct this reserve from rate base in determining a utility’s allowable 
return. In other words, a utility regulator using projected data in computing ratemaking 
tax expense and rate base exclusion must account for the passage of time if it is to 
avoid flow-through. 

But if rates go into effect after the end of the test period, the opportunity to flow 
through the benefits of future accelerated depreciation to current ratepayers is gone, 
and so too is the need to apply the proration formula. In this situation, the only question 
that is important for the purpose of rate base exclusion is the amount in the deferred tax 
reserve, whether actual or estimated. Once the future period, the period over which 
accruals to the reserve were projected, is no longer future, the question of when the 
amounts in the reserve accrued is no longer relevant (at the time the new rate order 
takes effect, the projected increases have accrued, and the amounts to be excluded 
from rate base are no longer projected but historical, even though based on estimates). 

There are two kinds of ratemaking at issue here, with identical components. For 
both the stand-alone rate adjustment and the formula rates, Taxpayer estimates the 
various components of rate base. Rates go into effect as of the beginning of the service 
year.’ As such, the rates are in effect during the test year and the proration formula 
must be used. The addition of the true up increases the ultimate accuracy of the rates 
but does not convert a future test period into a historical test period as those terms are 
used in the normalization regulations. Therefore, Taxpayer is required to apply the 
proration formula in calculating accumulated deferred income taxes for purposes of 
calculating rate base. 

Issue 3 

’ We note  that, because  Taxpayer  is using estimated da ta  for the  tes t  period, t he  tes t  period at i s sue  here  
constitutes a “future tes t  period” under  the  first interpretation discussed above  a s  well. 
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As discussed above, where a taxpayer computes its ratemaking tax expense and 
rate base exclusion amount using projected data then must use the proration formula 
provided in section I .167(1)-1 (h)(6)(ii) to calculate the amount of deferred taxes subject 
to exclusion from the rate base. This formula prorates the projected accruals to the 
reserve so as to account for the actual time these amounts are expected to be in the 
reserve. As explained in § l.l67(l)-l(a)(l), the formula in section l.l67(l)-l(h)(6)(ii) 
provides a method to determine the period of time during which the taxpayer will be 
treated as having received amounts credited or charged to the reserve account so that 
the disallowance of earnings with respect to such amounts through rate base exclusion 
or treatment as no-cost capital will take into account the factor of time for which such 
amounts are held by the taxpayer. 

The purpose of the proration formula is to prevent the immediate flow-through of 
the benefits of accelerated depreciation to ratepayers. The proration formula stops flow- 
through by limiting the deferred tax reserve accruals that may be excluded from rate 
base, and thus the earnings on rate base that may be disallowed, according to the 
length of time these accruals are actually in the reserve account. 

In contrast to the projections discussed above, the true-up component is 
determined by reference to a purely historical period and there is no need to use the 
proration formula to calculate the differences between Taxpayer’s projected ADFIT 
balance and the actual ADFIT balance during the period. In calculating the true-up, 
proration applies to the original projection amount but the actual amount added to the 
ADFIT over the test year is not modified by application of the proration formula. 

Issue 4 

In Taxpayer’s stand-alone rate adjustment proceedings, Commission A adjusted 
the already-approved cash working capital allowance specifically to mitigate the effect of 
the use of the proration methodology, finding the effects duplicative. In general, 
taxpayers may not adopt any accounting treatment that directly or indirectly circumvents 
the normalization rules. See qenerallv, § 1.46-6(b)(2)(ii) (In determining whether, or to 
what extent, the investment tax credit has been used to reduce cost of service, 
reference shall be made to any accounting treatment that affects cost of service); Rev. 
Proc 88-1 2, 1988-2 C.B. 637, 638 (It is a violation of the normalization rules for 
taxpayers to adopt any accounting treatment that, directly or indirectly flows excess tax 
reserves to ratepayers prior to the time that the amounts in the vintage accounts 
reverse). Here, Commission A adjusted the cash working capital allowance specifically 
to mitigate the effect of the application of the proration methodology. This is 
inconsistent with the normalization rules. We do not hold that the normalization rules 
require a similar type of cash working capital adjustment in all cases; we hold only that, 
where, as here, it is adjusted or removed in an attempt to mitigate the effects of the 
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application of the proration methodology or similar normalization rule, that adjustment or 
removal is not permitted under the normalization rules. 

Issue 5 

Former section 167(1) of the Code generally provided that public utilities were 
entitled to use accelerated methods for depreciation if they used a "normalization 
method of accounting." A normalization method of accounting was defined in former 
section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 
Section 1.167(1)-1 (a)(l) of the Income Tax Regulations provides that the normalization 
requirements for public utility property pertain only to the deferral of federal income tax 
liability resulting from the use of an accelerated method of depreciation for computing 
the allowance for depreciation under section 167 and the use of straight-line 
depreciation for computing tax expense and depreciation expense for purposes of 
establishing cost of services and for reflecting operating results in regulated books of 
account. These regulations do not pertain to other book-tax timing differences with 
respect to state income taxes, F.I.C.A. taxes, construction costs, or any other taxes and 
items. 

Section 168(9(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
meaning of section 168(i)(10)) if the taxpayer does not use a normalization method of 
accounting. 

In order to use a normalization method of accounting, section 168(i)(9)(A) 
requires that a taxpayer, in computing its tax expense for establishing its cost of service 
for ratemaking purposes of establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of 
depreciation with respect to public utility property that is the same as, and a 
depreciation period for such property that is not shorter than, the method and period 
used to compute its depreciation expense for such purposes. Under section 
168(i)(g)(A)(ii), if the amount allowable as a deduction under section 168 differs from the 
amount that-would be allowable as a deduction under section 167 using the method, 
period, first and last year convention, and salvage value used to compute regulated tax 
expense under section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve 
to reflect the deferral of taxes resulting from such difference. 

Section 168(i)(9)(B)(i) of the Code provides that one way the requirements of 
section 168(i)(9)(A) will not be satisfied is if the taxpayer, for ratemaking purposes, uses 
a procedure or adjustment which is inconsistent with such requirements. Under section 
168(i)(9)(B)(ii), such inconsistent procedures and adjustments include the use of an 
estimate or projection of the taxpayer's tax expense, depreciation expense, or reserve 
for deferred taxes under section 168(i)(9)(A)(ii), unless such estimate or projection is 
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also used, for ratemaking purposes, with respect to all three of these items and with 
respect to the rate base. 

In order to satisfy the requirements of §168(i)(9)(B), there must be consistency in 
the treatment of costs for rate base, regulated depreciation expense, tax expense, and 
deferred tax revenue purposes. Here, rate base, depreciation expense, and 
accumulated deferred income taxes are all calculated in consistent fashion - all are 
averaged over the same period. While there are minor differences in the convention 
used to average all elements of rate base including depreciation expense on the one 
hand, and ADFIT on the other, for purposes of §168(i)(9)(B), it is sufficient that both are 
determined by averaging and both are determined over the same period of time. Thus, 
the calculation of average rate base and accumulated deferred income taxes as 
described above complies with the consistency requirement of 51 68(i)(9)(B). 

Because of the conclusion reached above, Taxpayer’s seventh issue is moot and 
will not be considered further. 

Issue 6 

Because the Service has ruled in Issue 1 and 2 that Taxpayer was required to 
use the proration formula applicable to future test periods for the projected revenue 
requirement, prospectively adhering to the Service’s interpretation of § 1 .I 67(l)- 
l(h)(6)(ii) require adjustments to conform to this ruling. Any rates that have been 
calculated using procedures inconsistent with this ruling (“nonconforming rates”) which 
are or which have been in effect and which, under applicable state or federal regulatory 
law, can be adjusted or corrected to conform to the requirements of this ruling, must be 
so adjusted or corrected. Where nonconforming rates cannot be adjusted or corrected 
to conform io the requirements of ihis rtiling due io the operation of state or federal 
regulatory law, then such correction must be made in the next regulatory filing or 
proceeding in which Taxpayer’s rates are considered. Specifically, the current timing of 
Taxpayer’s stand-alone rate adjustment filings with Commission A will accommodate all 
adjustments or corrections to any prior estimated projections or true-ups necessary to 
conform to the requirements of this ruling in rates having an effective date no later Date 
XI including Case A, Case B, and Case C. In addition, Taxpayer has already sought an 
order from Commission C to make the necessary changes to the rate templates, not 
simply unilaterally adjusting the calcuiations (or the manner in which the templates are 
completed) in the next annual projections or true-up adjustments. If Taxpayer must 
request these changes through a filing with Commission C, Taxpayer has represented 
that it will make a filing with Commission C to amend its formula rate template within six 
months of receipt of this ruling letter, requesting that Commission C apply a 
methodology in accordance with this letter using an effective date of the first month 
following the date of the filing made with Commission C. Following Commission C’s 
order in that filing, Taxpayer will prospectively apply the methodology consistent with 
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this letter approved by Commission C. Until Commission C acts on the filing, Taxpayer 
will continue to use'the methodology described above. 

Section 168(9(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
meaning of section 168(i)(lO)) if the taxpayer does not use a normalization method of 
accounting. However, in the legislative history to the enactment of the normalization 
requirements of the Investment Tax Credit, Congress has stated that it hopes that 
sanctions will not have to be imposed and that disallowance of the tax benefit (there, the 
ITC) should be imposed only after a regulatory body has required or insisted upon such 
treatment by a utility. See Senate Report No. 92-437, 92"d Cong., 1'' Sess. 40-41 
(1971), 1972-2 C.B. 559, 581. 

Here, Taxpayer has received stand-alone rate adjustments from Commission A 
without application of the proration methodology as required. In addition, Taxpayer 
used a template approved by Commission C to calculate formula-based rates. Both 
Commission A and Commission C have, at all times, required that utilities under their 
respective jurisdictions use normalization methods of accounting. Taxpayer also 
intended at all times to comply with the normalization rules. As concluded above, 
Taxpayer was required to use the proration methodology in these ratemaking 
proceedings. However because Commissions A and C as well as Taxpayer at all times 
sought to comply, and because Taxpayer will take the corrective actions described 
above, it is not currently appropriate to apply the sanction of denial of accelerated 
depreciation to Taxpayer. 

Conclusions 

I .  
2. 

3. 

4. 

5. 

The proration methodology requirement applies to all future test periods. 
The estimated projection component of both the stand-alone rate adjustment 
ratemaking and the formula rate does employ a future test period within the 
meaning of 5 1.167(1)-1 (h)(6)(ii) and therefore Taxpayer is required to use the 
proration methodology in order to comply with the normalization rules. 
The true-up component of both the stand-alone rate adjustment ratemaking and 
the formula rate does not employ a future test period within the meaning of § 
1 .I 67(1)-1 (h)(6)(ii) and therefore Taxpayer is not required to use the proration 
methodology in order to comply with the normaiization ruies. 
In Taxpayer's stand-alone rate adjustment proceedings, an adjustment to 
eliminate from the Taxpayer's cash working capital allowance any provision for 
accelerated depreciation-related ADFIT if the proration methodology is employed 
does conflict with the normalization rules. 
In order to comply with the consistency requirement of the normalization rules, it 
is not necessary that the Taxpayer use the same averaging convention it uses in 
computing the other elements of rate base in computing its ADFIT balance for 
purposes of the formula rates. 
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6. The Service rules adversely with respect to Rulings 1 and 2, above. Any failure 
by Taxpayer to employ the proration methodology prior to the proceedings in 
Cases A, B, or C or the effective date approved by Commission C for the 
requested modification of the formula rates was not a violation of the 
normalization rules requiring sanctions for such violation. 

7. Because the Service rules favorably with respect to Ruling 5, above, Taxpayer’s 
requested Ruling 7 is moot. 

Except as specifically determined above, no opinion is expressed or implied 
concerning the Federal income tax consequences of the matters described above. 

This ruling is directed only to the taxpayer who requested it. Section 61 1O(k)(3) 
of the Code provides it may not be used or cited as precedent. In accordance with the 
power of attorney on file with this office, a copy of this letter is being sent to your 
authorized representative. We are also sending a copy of this letter ruling to the 
Director. 

Since rely , 

Peter C. Friedman 
Senior Technician Reiieiiv.~, Branch 6 
Ofice of the Associate Chief Counsel 
(Passthroughs & Special Industries) 



STAFF’S RESPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-15-0131 AND W-01303A-15-0131 

Willow 1.2 Please identify the witness who will take Mr. Becker’s place and provide their 
qualifications. 

RESPONSE: Darron Carlson who is employed by the Utilities 
Division of the Commission as a Public Utilities Analyst 
Manager. He has been employed with the Utilities 
Division since September of 1991. He holds a Bachelor 
of Arts degree in both Accounting and Business 
Management from Northeastern Illinois University in 
Chicago, Illinois. He has participated in quite a number 
of seminars and workshops related to utility 
ratemaking, cost of capital, income taxes, and similar 
issues. These have been sponsored by organizations 
such as the National Association of Regulatory 
Commissioners (“NARUC”), Duke University, Florida 
State University, Michigan State University, New 
Mexico State University, and various other 
organizations. 

RESPONDENT: Darron Carlson 

Willow 1.3 Admit that EPCOR Water Arizona Inc. has the management capability to own 
and operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: Staff has made no statement or indication that EPCOR 
is not capable. 

RESPONDENT: Darron Carlson 
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Willow 1.4 Admit that EPCOR Water Arizona Inc. has the financial capability to own and 
operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response . 

RESPONSE: See response to Willow 1.3. 

RESPONDENT: Darron Carlson 

Willow 1.5 Admit that Epcor Water Arizona Inc. has the technical capability to own and 
operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: See response to Willow 1.3. 

RESPONDENT: Darron Carlson 

Willow 1.6 List each decision of the Arizona Corporation Commission, of which Staff is 
aware, where the Commission approved a regulatory liability for ADIT in an asset 
transfer (as proposed in the testimony of Staff Witness Becker). 

RESPONSE: Staff is not aware of any. 

RESPONDENT: Darron Carlson 
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Willow 1.7 To the knowledge of Commission Staff, list each prior docket where Arizona 
Corporation Commission Staff proposed a regulatory liability for ADIT in an 
asset transfer (as proposed in the testimony of Staff Witness Becker). 

RESPONSE: See response to Willow 1.6. 

RESPONDENT: Darron Carlson 

Willow 1.8 Admit that if a regulatory liability is created for ADIT (as proposed in the 
testimony of Staff Witness Becker), that EWAZ will be required to use straight 
line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [$168(i)(9) of the Internal Revenue Code of 1986, as 
amended (Code), and Treas. Reg. $ 1.167( 1)-1 (together, Depreciation 
Normalization Rules)]. If your response is anything other than an unqualified 
admission, provide a complete description of the basis of your response, including 
stating each fact or document on which you based your response. 

. 

RESPONSE: Staff has determined that its recommendation to create 
a regulatory liability to replace the ADIT balance may 
result in a violation of the IRS normalization rules and 
therefore withdrawal of this recommendation is under 
internal review. 

RESPONDENT: Darron Carlson 

Willow 1.9 Provide Staffs calculation of the ratepayer impact if EWAZ is forced to use 
straight line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [$168(i)(9) of the Internal Revenue Code of 1986, as 
amended (Code), and Treas. Reg. $ 1.167( 1)-1 , (together, Depreciation 
Normalization Rules)]. 

RESPONSE: See response to Willow 1.8 

RESPONDENT: Darron Carlson 
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I. 

Q. 
A. 

Q* 
A. 

Q- 
A. 

INTRODUCTION 

Please state your name, position, and business address. 

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC, 

15728 Farmington Road, Livonia, Michigan 48 154. 

Please describe Larkin & Associates. 

Larkin 8z Associates is a Certified Public Accounting and Regulatory Consulting firm. 

The firm performs independent regulatory consulting primarily for public servicehtility 

commission staffs and consumer interest groups (public counsels, public advocates, 

consumer counsels, attorneys general, etc.). Larkin & Associates has extensive experience 

in the utility regulatory field as expert witnesses in over 600 regulatory proceedings 

including numerous electric, gas, telephone, and water and sewer matters. 

Mr. Smith, please summarize your educational background. 

I received a Bachelor of Science degree in Business Administration (Accounting Major) 

with distinction from the University of Michigan - Dearbom, in April 1979. I passed all 

parts of the Certified Public Accountant (“C.P.A.”) examination in my first sitting in 1979, 

received my CPA license in 1981, and received a certified financial planning certificate in 

1983. I also have a Master of Science in Taxation from Walsh College, 1981, and a law 

degree (“J.D.”) cum Iaude from Wayne State University, 1986. In addition, I have 

attended a variety of continuing education courses in conjunction with maintaining my 

accountancy license. I am a licensed C.P.A. and attorney in the State’of Michigan. I am 

also a Certified Financial PlannerTM professional and a Certified Rate of Return Analyst 

(“CRRA”). Since 198 1, I have been a member of the Michigan Association of Certified 

Public Accountants. I am also a member of the Michigan Bar Association and the Society 

of Utility and Regulatory Financial Analysts (“SURFA”). I have also been a member of 
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the American Bar Association (“ABA”), and the ABA sections on Public Utility Law and 

Taxation. 

Q* 
A. 

Please summarize your professional experience. 

Subsequent to graduation from the University of Michigan, and after a short period of 

installing a computerized accounting system for a Southfield, Michigan realty 

management firm, I accepted a position as an auditor with the predecessor CPA firm to 

Larkin & Associates in July 1979. Before becoming involved in utility regulation where 

the majority of my time for the past 36 years has been spent, I performed audit, 

accounting, and tax work for a wide variety of businesses that were clients of the firm. 

During my service in the regulatory section of our firm, I have been involved in 

rate cases and other regulatory matters concerning electric, gas, telephone, water, and 

sewer utility companies. My present work consists primarily of analyzing rate case and 

regulatory filings of public utility companies before various regulatory commissions, and, 

where appropriate, preparing testimony and schedules relating to the issues for 

presentation before these regulatory agencies. 

I have performed work in the field of utility regulation on behalf of industry, state 

attorneys general, consumer groups, municipalities, and public service commission staffs 

concerning regulatory matters before regulatory agencies in Alabama, Alaska, Arizona, 

Arkansas, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Indiana, 

Kansas, Kentucky, Louisiana, Maine, Maryland, Massachusetts, Michigan, Minnesota, 

Mississippi, Missouri, New Jersey, New Mexico, New York, Nevada, North Carolina, 

North Dakota, Ohio, Oregon, Pennsylvania, South Carolina, South Dakota, Tennessee, 

Texas, Utah, Vermont, Virginia, Washington, Washington D.C., West Virginia, and 

Canada as well as the Federal Energy Regulatory Commission and various state and 

federal courts of law. 
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Q. 

A. 

Q* 
A. 

Q. 
A. 

Have you prepared an attachment summarizing your educational background and 

regulatory experience? 

Yes. Attachment RCS- 1 provides details concerning my experience and qualifications. 

On whose behalf are you appearing? 

I am appearing on behalf of the Residential Utility Consumer Office (“RUCO”). 

Have you previously testified before the Arizona Corporation Commission? 

Yes. I have previously testified before the Commission on a number of occasions. As 

illustrative examples, in 2000, I filed testimony on behalf of the Commission Utilities 

Division Staff in Docket No. T-1051B-99-0497, involving the merger of the parent 

companies of Qwest Communications Corporation, LCI International Telecom Corp. and 

U.S. West Communications, Inc. I testified before the Commission in Docket No. E- 

01 345A-06-0009, involving an emergency rate increase request by Arizona Public Service 

Company (“APS” or “Company”); APS’ Docket Nos. E-01345A-05-0816, E-01345A-05- 

0826, and E-01345A-05-0827, concerning proceedings involving A P S  base rates and 

other matters; Docket No. E-01345A-08-0172, concerning an emergency rate increase and 

general rate case request; and the most recent APS case, Docket No. E-01345A-11-0224. 

I also testified before the Commission in UNS Gas, Inc. rate cases, Docket Nos. G- 

04204A-11-0158, G-04204A-08-0571, G-04204A-06-0463, G-04204A-06-0013 and G- 

04204A-05-083 1 ; in UNS Electric, Inc. rate cases, Docket Nos. E-04204A-06-0783 and 

E-04204A-12-0504; and in Southwest Gas Corporation rate cases, Docket Nos. G- 

01551A-07-0504 and G-01551A-10-0458. I testified before the Commission in the 

Arizona-American Water Company in Docket Nos. W-01303A-09-0343 and SW-01303A- 

09-0343. I have also presented testimony in Tucson Electric Power Company rate cases, 
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Docket Nos. E-01933A-07-0402 and E-01933A- 12-029 1, among others. I also testified in 

the reorganization of UNS Energy Corporation in Docket Nos. E-04230A-14-0011 and E- 

01933A-14-001 l. Most recently, I testified before the Commission on behalf of RUCO in 

the EPCOR Water Arizona, Inc. rate case, Docket No. WS-O1303A-14-0010. 

Q. 
A. 

Q. 
A. 

Q. 

What is the purpose of the testimony you are presenting? 

The purpose of my testimony is to address the transfer of assets of Willow Valley Water 

Co, Inc. (“Willow Valley”) to EPCOR Water Arizona Inc. (“EWAZ”) (collectively, the 

“Applicants”). Specifically, I have been asked by RUCO to address issues concerning the 

impact of such a transfer on the Accumulated Deferred Income Tax (“ADIT”) balances of 

the water utility, and related concerns about income tax normalization. Based on my 

experience in dealing with similar issues in other cases involving transfer of ownership of 

utilities and rate case treatments, as well as with regulated public utility income tax issues, 

I will also address options available to the Commission for dealing with these issues in the 

current case, and will present my recommendations. 

What information did you review in conducting your analysis? 

I reviewed the Joint Application and direct testimony of Willow Valley and EPCOR, 

direct testimony of Staff and RUCO (focusing on the ADIT-related issues), and the 

rebuttal testimony of Willow Valley and EPCOR as well as selected responses to data 

requests, and public information. I also reviewed information contained Larkin & 

Associates’ files for other cases in which similar issues were investigated. 

Have you prepared any attachments to be filed with your testimony? 
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A. 

Q. 
A. 

Yes. Attachments RCS-1 through RCS-10 contain additional background and 

qualifications information and copies of selected documents that are referenced in my 

testimony. 

Please briefly explain what is included in each of those attachments. 

Attachment RCS- 1 contains additional information on my Background and Qualifications. 

Attachment RCS-2 contains Staff responses to Willow Valley Data Request Set 1. 

Attachment RCS-3 contains Private Letter Ruling 9447009, dated November 25, 

1994. 

Attachment RCS-4 contains Private Letter Ruling 9418004, dated January 14, 

1994. 

Attachment RCS-5 contains Dominion Peoples/SteelRiver, Joint Petition for 

Approval of Settlement in Pennsylvania PUC Docket No. A-2008-2063737, dated 

September 4,2009. 

Attachment RCS-6 contains excerpts of T.W. Phillips Gas and Oil Co./SteelRiver, 

Joint Petition for Approval of Settlement in Pennsylvania PUC Docket No. A-2010- 

2210326, dated April 15,2015. 

Attachment RCS-7 Dominion HopePeoples Hope Gas Companies, LLC, West 

Virginia PSC Order in Case No. 08-1 761 -G-PC, dated December 22,2009. 

Attachment RCS-8 contains Excerpts on the ADIT Issue from Connecticut Public 

Utilities Regulatory Authority's January 22, 2014 Decision in Docket No. 13-06-08, 

Application of Connecticut Natural Gas Corporation to Increase Its Rates and Charges. 

Attachment RCS-9 contains Iberdrola-UIWOCC settlement in Connecticut PURA 

Docket 15-07-38 containing resolution of previously noted loss of utility ADIT concerns. 

Attachment RCS-10 contains Connecticut Public Utilities Regulatory Authority 

May 9, 2014 letter to Connecticut Natural Gas Corp. in Connecticut PURA Docket about 
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11. 

Q- 
A. 

Q. 
A. 

Q. 

the need for the Private Letter Ruling request to be even-handed, neutral, fair, open and 

transparent on the applicability of the Depreciation Normalization rules contained in 26 

U.S. Code 0 168(i)(9) and Treas. Reg. §1.167(1)-I, to the ADIT issue raised in that 

proceeding. 

BACKGRO JND 

What Arizona utilities are involved in the proposed transaction? 

Willow Valley Water Co., Inc. is requesting authority to sell its assets and transfer its 

certificate of convenience and necessity (“CCN”) to EWAZ. 

Please briefly describe Willow Valley Water Co., Inc. 

Willow Valley is a public service corporation in Arizona, authorized for the provision of 

water utility service in a portion of Mohave County under a CC&N granted in 

Commission -Decision Nos. 32436, 34869, 55434, 6861 0. Willow Valley serves 

approximately 1,620 connections in its approximately 3.5 square miles existing service 

area. Its current water system consists of 10 wells, with a total capacity of 1,765 gallons 

per minute; 4 storage tanks, with a combined capacity of 502,000 gallons; 12 booster 

pump stations; and associated distribution systems. Willow Valley’s parent, Global Water 

Resources, Inc. (“Global”) is well capitalized and has access to the financial markets. 

Global is a water resource management company based in Phoenix that owns and operates 

regulated water, wastewater and recycled water utilities. The stock of Global’s parent, 

GWR Global Water Resources Corp., is traded on the Toronto stock exchange and it 

reported total assets of approximately $307.6 million and had annual revenue of 

approximately $33 million in 2013 and 2014. 

Please briefly describe EWAZ. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 

25 

26 

27 

28 

29 

Surrebuttal Testimony of Ralph C. Smith 
Docket Nos. W-O1732A-15-0131 & W-O1303A-15-0131 
Page 7 

A. 

Q* 
A. 

EWAZ is a public service corporation, authorized to provide water service to nine districts 

in Arizona, among of which are the Mohave and North Mohave Water Districts. These 

two districts are located ten miles north of Willow Valley’s certificated service area. 

EWAZ serves approximately 128,000 water customers in Arizona, including 

approximately 16,000 in its Mohave Water District and 2,000 in its North Mohave Water 

District. EWAZ is a subsidiary of EPCOR. EPCOR is headquartered in Edmonton, 

Alberta, Canada. The sole shareholder of EPCOR is the City of Edmonton, Canada. 

EPCOR has two key business lines: (1) water and (2) wires, and serves primarily in three 

regions: (1) the Edmonton region, (2) Alberta’s oil sands and (3) the Southwestern U.S. 

EWAZ is part of EPCOR’s water and wastewater business in the Southwestern U.S. 

region. In this region, EPCOR’s regulated water utilities are located in Arizona and New 

Mexico and include Chaparral City Water Company, EPCOR Water Arizona (aka 

“EWAZ”), and EPCOR Water New Mexico. Those Southwestern U.S. EPCOR utilities 

provide water and wastewater services to approximately 195,000 customer connections 

across 22 communities. For 2013, EPCOR had: 
0 Consolidated Revenue of C$1.955 billion, of which approximately 

27 percent is related to its water services; 
0 Consolidated Operating Income of C$290 million, of which 

approximately 40 percent is related to its water services; 
0 Consolidated Total Assets of C$5.447 billion, of which 

approximately 48 percent is related to its water services; and 
0 Consolidated Earnings before Interest, Taxes, Depreciation, and 

Amortization (EBITDA) of C$435 million, of which approximately 
40 percent is related to its water services. 

What are some of the reasons cited by Applicants for their proposed transaction? 

Willow Valley is a Class C water utility that is located close to EWAZ’s Mohave Water 

District. Global had indicated that it is seeking to focus on its main service area in 

Maricopa and Pinal Counties and on its core business strategy of providing regionally 
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integrated water and wastewater service, and has decided to divest Willow Valley's two 

potable water systems in Mohave County. 

EWAZ has agreed to buy all of Willow Valley's assets necessary for the operation 

of Willow Valley's utility systems, which includes its water systems; associated real 

property; and the permits, certificates, and other approvals that grant Willow Valley the 

authority to operate its system, including its CC&N. Also, all customer meter deposits, 

developer deposits, and prepayments under any line extension agreements held by Willow 

Valley will be transferred to EWAZ as part of the Transaction. EWAZ will assume the 

refunding obligations, if any, for these deposits and prepayments. Willow Valley will 

retain all customer security deposits, apply any deposits to its last bill to customers, and 

refund any difference. 

EWAZ plans to pay the 111 purchase price, which includes a component of 

compensation for the going concern value of the Willow Valley systems. EWAZ 

proposes a mechanism to recovery from Willow Valley ratepayers the acquisition 

premium (amount that it would be paying in excess of existing rate base). The 

Transaction is not expected to affect any other utility. Because the proposed transaction is 

structured as an asset sale, one result of the transaction, if approved, would be to 

extinguish the existing Accumulated Deferred Income Taxes ("ADIT") on Willow 

Valley's books, which are currently providing a significant source of non-investor supplied 

cost-free capital supporting the water utility's rate base. Extinguishment of exiting utility 

ADIT is one factor that presents a source of harm to ratepayers since, other things being 

equal, the rate base would be significantly higher post-transaction and the rate base 

increase due to the extinguishment of existing ADIT is attributable to the ownership 

transfer and how it is being structured. 
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- CR. 

$3.500.000 

In. 

Q* 
A. 

CONCERNS REGARDING THE PROPOSED TRANSACTION AND THE WAY IT 

IS STRUCTURED, WHICH WILL EXTINGUISH THE EXISTING ADIT 

BALANCES OF THE WATER UTILITY. 

What is ADIT? 

ADIT is a source of non-investor supplied, zero-cost capital that is used for ratemaking 

purposes as an offset to rate base. ADIT related to tax and book depreciation timing 

differences results from the utility recording Deferred Income Tax on its books. A 

To record the reduction to current Federal income taxes from the use 
of accelerated tax depreciation 

I I 

normalizing the difference between book and tax depreciation ofi 

The decrease to Current Income Taxes Expense of $3.5 million is offset by the 

increase of Deferred Income Tax Expense. The ADIT of $3.5 million becomes cost-free 

capital that is provided by ratepayers through that payment of the utility's revenue 

requirement, which includes Deferred Income Tax Expense. The ADIT also has 

similarities to a zero cost loan from the govement  in the form of deferred income tax 

payments in that the company can use the tax savings it realized by the deductions for 

accelerated tax depreciation interest-free until some point in the future, typically when the 

asset is retired or sold. 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 

How is ADIT typically treated for ratemaking purposes? 

ADIT represents a source of cost-free capital to the utility. For utility ratemaking 

purposes, the ADIT is typically reflected as a deduction to utility rate base, to reflect that 

this is a source of non-investor-supplied cost-fiee capital. Because ADIT for liberalized 

depreciation is a rate base offset, the decreased amount of ADIT equates to an increased 

rate base. 

How would the utility's existing ADIT amounts be affected by the transfer of 

ownership, and the way it is structured? 

Because the proposed transaction is structured as an asset sale, the existing ADIT on 

Willow Valley's books would be extinguished. Put another way, the proposed transaction 

would result in eliminating Willow Valley's ADIT balance. Basically, the interest-fkee 

loan that has been provided to Willow Valley through ratepayer funding of the utility's 

deferred tax expense would disappear. This would occur because the seller would need to 

pay the income tax liability that would be triggered by the sale of assets (for income tax 

purposes) to the new owners. 

Is the extinguishment of existing utility ADIT a major source for concern with this 

proposed transaction and how it is structured? 

Yes. Other things being equal, the extinguishment of existing ADIT would contribute to 

Willow Valley having a significantly higher rate base, post-transaction. Thus, the 

extinguishment of existing ADIT is one aspect of the proposed transaction that presents a 

source of harm to ratepayers, if not remedied. 

Have you encountered this type of issue in other proceedings? 
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A. 

Q. 

A. 

Q. 

A. 

Yes. The extinguishment of existing ADIT can arise from transfer of ownership 

transactions, including transactions that are structured as a sale of utility assets, as is the 

case with the Applicants' proposed transaction. Extinguishment of existing utility ADIT 

can also occur when a proposed transaction is structured as a stock sale, when a special 

income tax election is made (pursuant to Internal Revenue Code §338(h)(10)) to treat the 

stock transfer as an asset sale for federal income tax purposes. This situation of ADIT 

extinguishment can thus present itself in the context of a transfer of ownership proceeding 

when either type of transaction exists. For the proposed transaction involving Willow 

Valley, the existing utility ADIT would be extinguished because the Applicants have 

proposed to structure the utility change-in-control transaction as an asset sale. 

If the extinguishment of existing utility ADIT balances are disclosed during a 

proposed utility acquisition or ownership transfer, what concerns does that raise? 

If the extinguishment of existing utility ADIT balances are disclosed during a proposed 

utility acquisition or ownership transfer, concerns are typically raised regarding whether 

the proposed transfer will have detrimental consequences to ratepayers because of the loss 

of the ADIT that had been accumulated, and the impact on utility rate base. As noted 

above, structuring the change of control transaction as an asset purchase for federal 

income tax purposes results in eliminating the existing ADIT balance that had built up on 

the utility's books, which hc t ions  as a substantial rate base deduction. 

How can utility ratepayers be protected against the harmful impacts of such a 

transaction? 

In order to protect ratepayers from the rate base increase related to this detrimental aspect 

caused by the change in ownership and the way the ownership change is being structured, 

the requested transaction could be denied if the harm cannot be adequately remedied. 
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Q* 
A. 

Q. 

A. 

303A-15-013 1 

Alternatively, a hold harmless provision or some other type of condition that will protect 

ratepayers from the detrimental impact of the substantial rate base increases caused by the 

ownership change and the way it is structured should be required among the conditions for 

approval. 

What happens to the ADIT balances in the period after the ownership transfer? 

The proposed ownership transfer, as noted above, would result in setting the utility's 

existing ADIT balances to zero. After the transfer, the new owner will typically reflect a 

tax basis in the acquired assets based on the fair value of the assets as of the transfer date, 

and will begin accruing tax depreciation fi-om that date forward, using the new tax basis. 

This process of recording deferred income tax expense and crediting the ADIT account for 

book-tax differences, such as for accelerated tax depreciation, then starts the process of 

rebuilding the ADIT balance fkom the ownership transfer date forward. 

What did Staff and RUCO recommend in order to protect ratepayers from the 

extinguishment of existing utility ADIT as a result of the proposed transaction? 

Staff and RUCO recommended a hold harmless provision that would essentially maintain 

the same level of rate base offset that existed prior to the ownership transfer on a post- 

ownership transfer basis. Staff s proposal, for example, involved reclassifying the ADIT 

balance as a Regulatory Liability. RUCO made a similar proposal: to require the use of a 

Regulatory Liability to protect ratepayers. Another way to view these Staff and RUCO 

recommendations would be as a condition for approval of the proposed transaction that 

Applicants accept and agree to a requirement to establish a Regulatory Liability which 

will be used as a rate base offset in future rate cases. 
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Q. 

A. 

Q* 

A. 

Is requiring a condition for approval of the proposed transaction that Applicants' 

accept and agree to a requirement to establish a Regulatory Liability which will be 

used as a rate base offset in future rate cases, the same as transferring an ADIT 

balance from one owner to another? 

No. 

structured as an asset transfer would not occur. The ADIT balance would be extinguished. 

Transferring an ADIT balance in a change-of-control transaction that is being 

Requiring Applicants to accept and agree to a requirement to establish a 

Regulatory Liability or some alternative method of protecting ratepayers, which will be 

used as a rate base offset in future rate cases, is not the same thing. It presents these 

choices to the Applicants: (1) accept the requirement to establish the Regulatory Liability 

as one of the conditions that are being required to obtain approval of the change-of-control 

transaction, or (2) withdraw the proposed transaction and re-submit it with a structure that 

does not involve extinguishment of existing utility ADIT, or (3) have the proposed 

transaction rejected since a significant source of ratepayer harm (increased rate base cause 

by the transaction and how it is structured) has not been remedied sufficiently for the 

transaction to be in the public interest. 

What has EWAZ stated about the ADIT and Regulatory Liability issue in its 

rebuttal testimony? 

The rebuttal testimony of EWAZ witness Sarah Mahler addresses this issue at pages 10-1 1 

of 14. EWAZ opposes the creation of a Regulatory Liability on Willow Valley's books. 

Reasons for opposition stated include EWAZ's opinion that this would have a negative 

impact on the consolidation of small water systems in Arizona, and uncertainty about the 

ability to close the transaction if the ADIT-associated Regulatory Liability requirement is 

included in the final order. 
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Q* 
A. 

Q. 

A. 

Does she offer an alternative? 

At page 11, Ms. Mahler states that, if Staffs recommendation is adopted, EWAZ 

recommends that the amortization of the Regulatory Liability commence immediately 

upon transfer, based on a seven-year amortization period, i.e., a rate of 14.3 percent per 

year, which she indicates would produce amortization of $37,175 per year, based on 

Global's net ADIT balance decline from $367,598 to $260,224 between December 31, 

2011 and December 31,2014. 

What has Willow Valley stated in its rebuttal about the ADIT and Regulatory 

Liability issue? 

Willow Valley/Global witness Ron Fleming states as follows on page 3 of his rebuttal 

testimony: 

Q. What aspect of their [Staff and RUCO] testimony concerns you most? 

A. Their proposal to create a regulatory liability for EWAZ in the amount 
of $260,224 as an offset to EWAZ's rate base. This is very significant in 
the context of Willow Valley's rate base of approximately $2.2 million, as 
contemplated in the Asset Purchase Agreement. An 11% reduction to rate 
base is significant; when also considering the fact that the ADIT liability 
must still be accounted for by Global in hture tax filings. This is akin to a 
double accounting. If other companies face this issue of a significant cut to 
rate base due simply to an asset sale, it will become very difficult to 
financially justifl pursuing any such deals. h4r. Walker will explain why 
this proposed regulatory liability should be rejected. 

Willow Valley's other rebuttal witness, Paul Walker, asserts that the Regulatory 

Liability is poor regulatory policy and "will not only end this transaction, it will establish a 

phenomenally high level of regulatory uncertainty that will make consolidating Arizonak 

water utility impossible."' He claims further that the Staff and RUCO recommendation is 

unprecedented.2 He is apparently not aware of any case where a Regulatory Liability has 

' Rebuttal Testimony of Paul Walker on Behalf of Willow Valley Water Co., Inc. ("Walker Rebuttal") at page 4. 
Id. 
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been ~rea ted .~  After stating that he is not an attorney nor a tax accountant and that he is 

"not opining on the tax consequences raised by the forced transfer of ADIT fiom one 

owner to another" and apparently based on his reliance upon a Nebraska utility's witness 

who is not filing testimony in the current proceeding, Mr. Walker implies or asserts that 

the ADIT issue would violate IRS tax normalization rules! 

Q. 

A. 

Willow ValleyIGlobal witness Fleming, at page 3 of his rebuttal testimony, asserts 

that having $260,224 as an offset to EWAZ's rate base would be a significant 

reduction of approximately 11 percent to Willow Valley's rate base of approximately 

$2.2 million, as contemplated in the Asset Purchase Agreement. Willow Valley 

rebuttal witness Walker, at page 5, states that: "As Mr. Fleming explains, the 

regulatory liability will significantly reduce rate base. And if rate base is reduced 

each time a utility is sold, there will be significant disincentive for acquisitions of 

water utilities." Is that the only way to look at  the impact of the proposed 

transaction? 

No. These Willow Valley/Global witnesses seen to have it backward. Rate base would 

not be reduced as a result of their proposed transaction; it would be increased due to the 

extinguishment of the existing Willow Valley ADIT, which provides a source of non- 

investor-supplied cost-fi-ee capital that is currently supporting some of the Willow Valley 

rate base. That ADIT balance has already accumulated on Willow Valley's books and 

currently represents a rate base offset. But for the proposed ownership transfer (and how 

it is being structured), that existing ADIT would continue to be used as an offset to 

Willow Valley rate base. In contrast, the extinguishment of that existing ADIT would 

result in a significant increase in the Willow Valley rate base, which would be occurring 

Id, at 5, lines 23-24. 
Id at page 6.  He attaches a copy of Nebraska testimony from Mr. Lovinger as Attachment Walker-1. 
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solely due to the proposed ownership transfer, and how it is being structured as an asset 

sale. 

Q. 
A. 

Q. 

A. 

Would the Regulatory Liability reduce Willow Valley's pre-transfer rate base? 

No. The idea of the Regulatory Liability is simply to prevent, or remedy, the significant 

rate base increase that would occur solely as the result of the change-of-ownership 

transaction and how that proposed transaction is structured. The Regulatory Liability 

would essentially keep the rate base at the same level it was prior to the ownership change. 

Viewed fiom the perspective of before-and-after the ownership change, the Regulatory 

Liability does not reduce the pre-transaction Willow Valley rate base, it simply prevents it 

fiom increasing substantially due to the proposed ownership change and how the 

transaction is being structured. 

Is extinguishment of existing utility ADIT balances due to how ownership transfer 

transactions are structured something that you believe should be encouraged by 

utility regulators, including this Commission? 

No. Existing utility ADIT should be preserved by regulatory authorities, including this 

Commission, in utility ownership transfers whenever possible. For most utilities, ADIT 

represents a significant source of non-investor-supplied cost-free capital that supports the 

investment in utility rate base and which helps hold down rate increases. This appears to 

be the situation for Willow Valley as well, where the impact of ADIT could be as much as 

11 percent (or more) of rate base. Whenever utilities are being transferred and the transfer 

can be accomplished by using a structure that does extinguish the existing utility 

ADIT, structuring the ownership transfer in a manner to preserve existing utility ADIT 

should be encouraged. In contrast, transferring utilities between well-capitalized owners 

in transactions that are structured to extinguish existing utility ADIT is something that 
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should be discouraged. Extinguishment of existing utility ADIT &om ownership transfers 

should be discouraged, particularly if there are other ways of achieving an ownership 

transfer that would preserve the utility ADIT. 

Q. 

A. 

Some concerns have been raised about tax normalization requirements. Will you 

please address those concerns, and advise the Commission based on your experience 

of similar issues have been handled in other utility ownership transfer situations? 

Yes. In the Fortis acquisition of UniSource Energy Corporation (and its utility 

subsidiaries, Tucson Electric Power, UNS Electric and UNS Gas), Docket Nos. E- 

0423OA-14-001 l and E-01933A-14-001 l, the potential harm to ratepayers from 

extinguishment of utility ADIT was addressed by assuring that the transaction was being 

structured in a manner (as a stock purchase) such that existing utility ADIT was being 

extingui~hed.~ Assurance that there would be no potential harm to ratepayers from 

extinguishment of utility ADIT was also similarly addressed in other recent high profile 

utility industry mergers, including Exelon-PHI and Iberdrola-United Illuminating. Based 

on my regulatory experience, it is generally preferable to avoid having the utility ADIT 

extinguished due to the structure of the change-in-control transactions, rather than 

allowing a proposed transaction to be consummated that is structured in a manner to 

extinguish utility ADIT, and having to develop remedies to alleviate the harm to rate 

payers from the higher rate base that exists post-acquisition due to the ADIT 

extinguishment. One of the difficulties in crafting remedies to protect ratepayers from 

change-in-control transactions that are structured in a manner to result in extinguishing 

That transaction was structured as a stock purchase and it was confirmed in discovery that no Internal Revenue 
Code §338(h)(10) election (to treat the transfer as an asset sale for federal income tax puposes) would be made in 
conjunction with that transaction. See, e.g., Applicants' response to RUCO UNS 1.02 reproduced in Attachment 
RCS-5, page 40 of 88 in my prefiled direct testimony on behalf of RUCO in Docket Nos. E-04230A-14-0011 and E- 
01933A-14-001 l .  
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existing utility ADIT is doing so without implicating concerns regarding tax normalization 

requirements. 

Q. 

A. 

Q. 

Has Staff responded to a discovery request that asked about the tax normalization 

concern? 

Yes. Staffs Responses to Willow Valley Water Co., Inc.'s First Set of Data Requests to 

Staff include some material that relates to the ADIT issue. Staffs response to Willow 1.8 

states that: 
Staff has determined that its recommendation to create a regulatory 
liability to replace the ADIT balance may result in a violation of the 
IRS normalization rules and therefore withdrawal of this 
recommendation is under internal review. 

Additionally, a portion of Staff's response to Willow 1.1 (work papers) poses the 

following questions: 

May'the buyer reduce its rate base by the seller's pre-disposition deferred 
tax liability (DTL) 

- By an amount that happens to equal the seller's DTL? 

- May buyer reduces [sic] its revenue requirement by an amount that 
approximates the effect of the seller's pre-acquisition DTL on its return? 

That Staff response also contains handwritten "no" responses to the two questions. 

The Staff response also includes a copy of Private Letter Ruling ("PLR") 143241-14 dated 

July 6, 2015.6 

Are you convinced by that Staff data request response that the correct answers to 

those two queries are unequivocally "no"? 

A copy of those Staff responses is included in Attachment RCS. 
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A. 

Q. 

A. 

Q. 
A. 

No. I believe the correct answers may be more nuanced, and may be dependent on the 

specific facts involved in each unique situation. Provisions that are accepted in a 

stipulation as conditions imposed on a change-in-control transaction can, and have been 

crafted in various ways to achieve ratepayer protection without necessarily subjecting the 

utility to normalization violations that would prevent the utilities’ use of accelerated tax 

depreciation. Having said that, it is usually much easier for regulators to reject proposed 

change in control transactions that extinguish utility ADIT than to craft adequate remedies 

that are immune to normalization concerns. 

Do you agree with Staff and Applicants that some concerns about tax normalization 

requirements have been raised that may require resolution in order to avoid harm to 

ratepayers? 

Yes. 

Should the Commission require a thorough vetting of the normalizat-.m concerns? 

That depends. If the Commission were inclined to approve the proposed transaction as 

presently structured, and were inclined to utilize the Regulatory Liability approach to 

remedying the extinguishment of utility ADIT, then the normalization concerns would 

probably need to be fully vetted prior to approval of the transaction. 

If the Commission is inclined to reject the proposed transaction for reasons that 

could include because of how it has been structured to result in extinguishing existing 

Willow Valley water utility ADIT, then there would be no need to thoroughly vet 

normalization concerns or to require a private letter ruling to be obtained. 
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Q. 

A. 

Q. 

A. 

Q* 

A. 

Would rejection of Applicants' proposed transaction because of how it was 

structured prevent Applicants from rethinking, restructuring, or' re-presenting 

their proposed ownership transfer of Willow Valley? 

Probably not. Rejection of the transaction as presently structured presumably would not 

preclude Applicants from restructuring their proposed change-in-control transaction in 

another form that would _not entail extinguishment of existing utility ADIT balances, or 

from subsequently requesting Commission approval of a revised transaction that is 

structured to preserve existing ADIT balances. 

Is requiring a private letter ruling from the IRS one way of having normalization 

concerns vetted? 

Yes. By requiring the Applicants to obtain a private letter ruling based specifically on the 

fact situation presented in this proceeding, and ideally requiring that before transaction 

approval, that would be one way in which the normalization concerns that have been 

raised could be thoroughly vetted. Since ratepayers are not causing Applicants to propose 

structuring their change-of-ownership transaction in a form that would result in 

extinguishing existing utility ADIT, if the PLR route is used, the cost of preparing and 

obtaining the PLR should be borne by Applicants and not charged to Willow Valley 

ratepayers. Additionally, to assure that the PLR request is factually accurate and 

presented in a balanced manner, the Staff and RUCO should have input to its drafting 

before it is submitted to the IRS. 

You mentioned that a PLR was included with Staff's response to an EWAZ data 

request. Does that PLR 143241-14 appear to be based on Willow Valley's situation? 

No, it does not. That PLR contains the following description, which does not appear to be 

based on Willow Valley's situation: 
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Taxpayer, a wholly-owned subsidiary of Parent, is primarily engaged in the 
business of generating, transmitting, distributing, and selling electric power 
to customers in State A and State B. It is subject to regulation by 
Commission A, Commission B, and Commission C with respect to terms 
and conditions of services, including the rates it may charge for its services. 
All three Commissions establish Taxpayer's rates based on Taxpayer's 
costs, including a provision for a return on the capital employed by 
Taxpayer in its regulated business. 

The law of State A provides a process under which a utility may recover its 
costs relating to projects such as new electric generation facilities as a 
stand-alone rate adjustment added to customers' base rates. As relevant to 
this ruling request, the process for setting the rates involves two 
components. First, a taxpayer files estimated projections of all factors, 
including Accumulated Deferred Federal Income Taxes (ADFIT), relevant 
to the costs associated with the facility that is the subject of the rate 
adjustment. Rate base for this purpose is calculated using an average of the 
thirteen projected end of month balances of the components of rate base. 
The rate adjustment computed using these projections goes into effect at 
the beginning of the test period. The test period is a twelve month period. 
The anticipated collections from rate payers, the actual cost incurred with 
respect to the generating facility and any differences between anticipated 
amounts and actual amounts are reconciled by a "true-up" mechanism at 
the end of the test year. Under this mechanism, the reconciliation amount is 
either charged to ratepayers (if actual revenues are below estimates) or 
credited to ratepayers (if actual revenues exceed estimates) as part of the 
rates established for the forthcoming rate year. For both under and over 
collections, a carrying charge is imposed. 

Taxpayer owns and operates electric transmission lines in several states, 
including State A and State B. These lines are integrated into Operator, a 
regional transmission operator. The rates that Taxpayer may charge its 
customers for these transmission services are set using a formula approved 
by Cornmission C. The formula rates are calculated using a methodology 
similar to that used to calculate the rate adjustments, inasmuch as the 
formula rates are calculated using projected costs to establish rates during 
the period for which rates are being set and a true-up based on over or 
under recoveries that are reflected in a subsequent rate year. The rates are 
determined by application of the formula approved by Commission C and 
go into effect with no additional action by Commission C. 

This PLR is clearly not for Willow Valley. Moreover, the specific tax issues 

addressed in that PLR are not particularly on point with the ADIT issue in the current 

Willow Valley transfer-of-ownership proceeding. The PLR does not appear to even 
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address the specific issue of using a Regulatory Liability that has been ordered by a 

regulatory commission as a condition to approval of a change-of-control transaction. I 

also note that the PLR indicates that it is directed only to the taxpayer who requested it 

and may not be used or cited as precedent7: 

This ruling is directed only to the taxpayer who requested it. Section 
61 10(k)(3) of the Code provides it may not be used or cited as precedent. 

That particular PLR does not appear to address the specific normalization concerns that 

have been raised in the current Willow Valley transfer-of-ownership proceeding. As such, 

any reliance upon it for issues in the current proceeding would appear to be misplaced. 

Q. 

A. 

Are you familiar with some other Private Letter Rulings that appear to be a bit 

closer on point to the Willow Valley issue being addressed in the current case? 

Yes, without attempting be exhaustive due to the short time frame for preparing 

surrebuttal since being contacted by RUCO, I will note that one of the issues addressed in 

PLR 9447009 (1 1/25/1 994)8 concerned the application of Internal Revenue Code ("IRC" 

or "Code") Section 168(i)(lO) after a corporation acquired for cash all of the outstanding 

stock of a regulated public utility that owned and operated a natural gas pipeline in several 

states. Elections were made under Section 338 of the Code, and the purchase of the 

utility's stock was treated as a purchase of its assets for federal income tax purposes. In 

that PLR, the IRS ruled that, for any period after the date of its acquisition, the utility will 

violate the normalization requirements of Section 168(i)(9) if its rate base is reduced for 

the unamortized ADFIT attributable to accelerated depreciation on public utility property 

claimed before the acquisition date. The IRS reasoned that the utility's deferred tax 

This is standard language that the IRS is required to include in all Private Letter Rulings. Tax practitioners can 
nevertheless gain useful insights for how the IRS would rule on specific tax issues in situations where the fact 
situation of the PLR is highly similar to a particular taxpayer's facts and circumstances. 

This PLR is attached to my surrebuttal testimony as Attachment RCS-3. 
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reserve resulting fiom accelerated depreciation ceases to exist. Accordingly, the IRS said 

that the deferred tax reserve resulting fiom accelerated depreciation should be removed 

fiom the utility's books of account and not flowed through to its customers. 

In PLR 9418004 (1/14/1994)9, one of the issues addressed was for a public utility 

company providing telecommunications services through local exchange telephone 

operations. The company acquired, subject to a Section 3 3 8 0  election, all of the stock of 

an unrelated public utility company ("Sub"). Before the acquisition, Sub claimed 

investment credits and accelerated depreciation deductions on its public utility property. 

The IRS ruled that the Sub will violate the normalization rules of Section 168(i) if its rate 

base is reduced for unamortized ADIT attributable to accelerated depreciation on property 

claimed before the acquisition date. 

Q. 

A. 

Q. 

A. 

You mentioned that those PLRs were a bit closer on point with the issues being 

addressed in Willow Valley. Do you consider those to be exactly on-point with the 

Willow Valley issue and thus provide a definitive conclusion? 

No. I view those PLRs as being sufficient to establish that there could be a normalization 

concern. However, they address a different fact situation than the one presented in the 

current docket. Neither addresses the use of a Regulatory Liability that is established by a 

utility regulatory commission as a condition to approval of a proposed change-in-control 

transaction. 

In your experience, is the Regulatory Asset approach that was recommended in 

direct testimony by Staff and RUCO unprecedented? 

No. The Regulatory Asset approach is one way that has been established in transfer-of- 

control proceedings to try to protect utility ratepayers f?om a detrimental aspect of such 

This PLR is attached to my surrebuttal testimony as Attachment RCS-4. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Surrebuttal Testimony f Ralph C. Smith 
Docket Nos. W-0 1732A- 1 5-01 3 1 & W-01303A- 1 5-0 13 1 
Page 24 

transactions, specifically from the harm related to the higher rate base caused by the loss 

of the non-investor supplied cost-free capital in the form of ADIT, that would occur only 

due to the change-of-ownership transaction and how it was structured. 

Q* 
A. 

Q. 
A. 

Q. 

A. 

Q. 

Are other utilities using that approach? 

Yes. I am aware of two non-Arizona utilities that are using a similar approach that 

involves protecting ratepayers fiom increased rate base that resulted fiom extinguishment 

of ADIT in a change-of-control transaction. 

Were those utilities cited for a normalization violation? 

No. To my knowledge, those utilities have continued to reflect the post-ownership-change 

rate base treatment and have not been cited for tax normalization violations." 

Is that the approach that you would typically recommend to protect ratepayers from 

the loss of ADIT in a proposed ownership-transfer transaction? 

No. I acknowledge that there can be concerns about whether a particular approach may 

create a normalization violation. An approach that uses a Regulatory Liability amount 

that equals or approximates the previous owner's ADIT balance that was extinguished due 

to the transfer of ownership may be a legitimate cause for concerns regarding tax 

normalization requirements. 

Are there other ways of protecting ratepayers from extinguishment of utility ADIT 

that do not entail such tax normalization requirement related concerns? 

lo This is not intended to imply that the IRS agrees or disagrees with such treatment. I was not specifically involved 
in those regulatory proceedings which established the treatment and am not aware if those utilities have been 
subjected to IRS audits or if the IRS has reviewed the specific ratemaking treatments they have been using. 
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A. 

Q. 

A. 

Yes. One way is to require the applicants to structure their change-of-ownership 

transaction in a manner that does not result in extinguishing the ADIT of the utility that is 

being transferred. One way of accomplishing an ownership transfer in a manner that does 

not extinguish the utility's existing ADIT is to structure the ownership change as a stock 

transfer, rather than an asset sale, for tax purposes. Willow Valley Water Co., Inc. appears 

to be organized as a corporation, with its parent, Global, owning the stock. If the 

Commission were to reject the proposed transaction, due to the way it has been structured 

(as an asset sale and transfer of CCN), that could open an opportunity for the Applicants to 

re-think the structure of their proposed transaction. A subsequently filed application 

proposing to accomplish the ownership change via a transfer of stock (without a Code 

§338(h)( 10) election) could presumably structure the change-of-ownership in a manner 

that would maintain the existing Willow Valley ADIT, i.e., that would eliminate the 

ratepayer harm associated with extinguishment of utility ADIT, that has raised major 

concerns about the currently-proposed transaction. 

Is requiring the Applicants, or the acquirer, to obtain a private letter ruling, another 

way to address normalization concerns? 

Yes. Another way of addressing the concern and assuring that the transaction would not 

create a normalization violation would be to require the applicant to obtain (preferably at 

its own expense) a Private Letter Ruling based on the specific facts and circumstances 

involved. The drafting of the PLR request should be subject to review and comment by 

the parties to assure that it is presented in a balance manner and includes all important and 

relevant facts. Ideally, an on-point ruling should be obtained and presented to the 

regulatory commission before the transaction is approved. 
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Q. 

A. 

Q* 

A. 

Are there other ways of which you are aware, for addressing and remediating the 

impact on utility ratepayers from change-of-control transactions that affect utility 

ADIT balances? 

Yes. Requiring a rate fi-eeze for the acquired utility for a specified period as a condition to 

change-in-control transaction approval does not create any concerns about income tax 

normalization violations. Maintaining the acquired utility's existing rates for a sufficient 

period, without increases, is thus one method of addressing and remediating an 

extinguishment of utility ADIT situation. 

Requiring a specified amount of ratepayer credits or a hnd  established by the 

purchaser that will be used to offset future rate increases as a condition to approving a 

proposed change-in-control transaction is another method. 

Combining a rate moratoriumhate fieeze provision with a purchaser-provided 

ratepayer fund as conditions that are required to obtain approval of a proposed change-in- 

control transaction has been employed in other cases. Such a combined requirement might 

be appropriate in situations where having a rate freeze in effect long enough to fully 

mitigate ratepayer harm might not be practical. 

Have you been involved in ownership transfer proceedings in which such methods 

were employed? 

Yes. One illustrative example involved the transfer of Peoples Gas from Dominion to 

SteelRiver. Attachment RCS-5 presents the settlement agreement that was reached in that 

proceeding and the Pennsylvania PUC's Order. As shown in Attachment RCS-5, 

conditions to that change-in-control transaction included a rate moratorium and a 

ratepayer fund to be utilized to offset future rate increases. 
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Q* 

A. 

Q* 
A. 

What types of calculations were utilized to negotiate the amount of ratepayer fund to 

assure that utility ratepayers were being adequately protected from the 

extinguishment of the pre-transfer ADIT? 

Calculations were made using two time-based projections of utility ADIT balances. One 

stream examined ADIT balances that existed at the time preceding the ownership transfer 

and that would have remained if no ownership transfer occurred. Another looked at ADIT 

balances that would occur under the new ownership. Those ADIT balances started with 

zero as of the date of the ownership transfer, and were related to the new ADIT that would 

be generated by the utility under the new ownership. Typically, the tax basis to the new 

owner is higher under an asset sale. At some point several years after the date of the 

ownership transfer, the ADIT balances under the new ownership would eventually reach 

the level of the ADIT balances without the ownership change. The two streams of ADIT 

balances were compared, and differences were calculated each year. The ADIT 

differences each year were converted into revenue requirement impacts, and the stream of 

revenue requirement impacts was then evaluated using net present value ("NPV") analysis, 

with a range of interest rates. The results of such calculations, particularly the NPV 

analysis, was used to negotiate an amount of ratepayer provided funding that was deemed 

sufficient to effectively hold harmless the impact of the ownership change on ratepayers. 

The amount became part of the conditions that were imposed on the transaction as the 

result of a negotiated settlement. 

Were you able to make similar calculations for Willow Valley in the current case? 

No. In part because of the timing of when I was asked by RUCO to address the ADIT 

issue, i.e., for surrebuttal rather than at the onset of the case, conducting thorough 

discovery designed to obtain all of the necessary information to make similar calculations 

for Willow Valley was not an option. Also, from the discovery responses to Staff and 
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RUCO data requests to Applicants that I reviewed, it did not appear that information on 

projected ADIT balances, with and without the proposed ownership change, was available 

in the discovery that had been asked prior to when I was contacted by RUCO. 

Q* 

A. 

Can you provide an illustrative example of how a combination of a rate freeze and 

ratepayer credits were used to address protection for ratepayers to counteract the 

adverse impact of extinguishing the utility's ADIT as a result of a change-in-control 

proceeding? 

Yes. One illustrative example of the use of a combination of a rate fieeze and ratepayer 

credits to address protection for ratepayers of which I have knowledge is Docket No. A- 

20 10-22 10326 before the Pennsylvania Public Utilities Commission in the Joint 

Application for All of the Authority and the Necessary Certificates of Public Convenience 

to Tramfer All of the Issued and Outstanding Shares of Capital Stock of T. W: Phillips 

Gas and Oil Co., currently owned by TWP LNC., to LDC Holdings I1 LLC, an indirect 

subsidiary of SteelRiver InJLastructure Fund North America LP, and to Approve the 

Resulting Change in Control of T, W. Phillips Gas and Oil Co. 

The settlement in that case included the following provisions for base rate credits 

to customers and a rate moratorium' ' : 
1. T. W. Phillips will provide a rate credit in a future rate case under the 
following terms and conditions. 

(a) If the effective date of the first general base rate case increase following 
the closing is within 5 years of the Closing Date, T. W. Phillips will 
provide base rate credits to customers in the total amount of $9 million. 
(b) If the effective date of the first general base rate case following the 
closing is more than 5 years and less than 10 years after the Closing Date, 
T. W. Phillips will provide base rate credits to customers in the total 
amount of $4.5 million. 

l 1  See Attachment RCS-6. 
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1 Q. In that T.W. Phillips change-of-control transaction, what factor triggered the cause 

for concern regarding the utility’s ADIT balance and required the need for 

I mitigation of impacts on ratepayers to prevent harm? 

15 

making that election were to extinguish the selling utility’s existing ADIT balances I 

16 

I effective with the date of the transaction. As noted above, the adverse impacts on utility 

ratepayers that would have otherwise resulted were mitigated by a combination of rate 

moratorium and specified base rate credit provisions that were required as conditions for 

approval of the proposed transactions. 
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(c) Any base rate credit provided for in subparagraphs a or b shall be used 
to reduce the rates determined in the general rate proceeding and will be 
allocated to the classes in proportion to the revenues approved in the rate 
proceeding. Base rate credits shall not be applied to reduce the bills of 
customers that receive discounted rates. 

(d) Any base rate credit will be designed to provide the amounts allocated 
to each class over not less than a 3 year period and will terminate upon 
exhaustion of the amounts allocated to each class. 

2. T. W. Phillips will not increase its existing base distribution rates prior to 
December 1, 2013, unless there are substantial changes in regulation or 
federal tax rates or policy. This paragraph shall not prohibit changes in 
rates pursuant to the State Tax Adjustment Surcharge or the Universal 
Service Program charge. 

A. That particular transaction was structured as a stock sale; however, the applicants had 

made a voluntary-election under Section 338 of the Internal Revenue Code to treat the 

transactions as an asset purchase for federal income tax purposes. The consequences of 

Q. 

A. 

How were the specific amounts of base rate credits derived? 

The purchaser, SteelRiver, provided an updated Excel model in response to Consumer 

Advocate discovery that included the impact of 2010 and 201 1 bonus tax depreciation. 

The difference in rate base under the “with” and “without” Section 338(h)(10) elections in 

that updated model were used to project the rate base impacts of the change in ownership 
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and the Section 338(h)(10) election from 2012 through 2027, i.e., through the end of the 

SteelRiver projected ownership period of T.W. Phillips. Calculations made in this 

manner, and which also took into account the loss of investment tax credit (“ITC”) 

amortization that had been reducing T.W. Phillips’ income tax expense, were made by me, 

and were presented in a Highly Confidential Attachment to my testimony in that case. 

Ultimately, those calculations were used to negotiate the specific amounts of base rate 

credits that were contained in the settlement agreement reached in that case. 

Have you attached a copy of selected public documents? 

Yes, related documents including the stipulated conditions for approval of that that TW 

Phillips matter and the ratepayer protections that were utilized are attached in Attachment 

RCS-6. 

Without the mitigation of adverse impacts from extinguishment of utility ADIT in 

that case, would that proposed transaction have been in the public interest? 

Probably not. 

Have you also been involved in transfer-of-control proceedings in which no workable 

solution to remedy the harm caused by the extinguishment of utility ADIT was 

presented? 

Yes. Around the same time that Dominion was selling its Pennsylvania gas distribution 

utility (Dominion Peoples Gas), Dominion was also trying to sell its West Virginia gas 

distribution utility (Dominion Hope Gas). A copy of the West Virginia PSC’s Order in the 

Hope Gas ownership transfer case is presented in Attachment RCS-7. The West Virginia 

PSC rejected that proposed transfer, citing as one reason for such rejection, the failure to 
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remedy the harm to ratepayers attributable to the extinguishment of the utility’s ADIT and 

the higher rate base approval of that ownership transfer would have entailed. 

Q. 

A. 

You had mentioned that one way to obtain clarity on the normalization issue was to 

require applicants to request and obtain a Private Letter Ruling, and you 

recommended that be obtained at Applicants’ expense and prior to approval of the 

proposed transaction. Please explain how that recommendation has evolved based 

on your professional experience with this type of issue in other utility change-of- 

control and rate case proceedings. 

In Connecticut Docket No. 10-07-09, Joint Application of UIL Holdings Corporation and 

Iberdrola USA, Inc. for Approval of a Change of Control of Connecticut Natural Gas 

Corporation and The Southern Connecticut Gas Company, the Connecticut Department of 

Public Utility Control (‘‘DPUC’’) addressed the proposed sale of Connecticut Natural Gas 

Corporation (“CNG”) and The Southern Connecticut Gas Company (“SCG’’) from 

Iberdrola USA (“Iberdrola” or “IUSA“) to UIL. Among other things, that sale involved an 

election under Internal Revenue Code Section 338(h)(lO) (“Section 338(h)( 10) Election”) 

to treat the stock transfer as an asset sale for federal income tax purposes. In the Purchase 

Agreement, UIL and Iberdrola “. . .agreed to cooperate to effect a tax election pursuant to 

Section 338@)(10) of the Internal Revenue Code ... with respect to the purchase of the 

stock of CEC and CTG.” (CT DPUC Docket No. 10-07-09 Application page 8.) The 

Section 338(h)(lO) Election allows UIL to treat the transaction for tax purposes as though 

it is buying the assets of CNG and SCG instead of acquiring the stock of the corporations. 

As a result, “the effect of the 338 Election is to eliminate the accumulated deferred income 

tax (‘ADIT’) balances of CNG and SCG, which in turn raises rate base.” (Id.) The 

Section 338(h)(lO) Election is not a requirement of a stock purchase; rather, UIL and 
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Iberdrola chose to include the Section 338(h)(10) Election as part of the Purchase 

Agreement. 

Q. 
A. 

Q* 
A. 

Was the sale of CNG and SCG from Iberdrola to UIL approved? 

Yes. 

What was the impact on ADIT from the Section 338(h)(10) election? 

Because of the Section 338(h)(lO) Election, all of the ADIT that had been accumulated on 

the books of CNG and SCG was essentially eliminated as of the date of the transfer. As 

stated at pages 4-5 of the CT DPUC’s November 10,2010 Decision in Docket No. 10-07- 

09: 

The 338 Election allows the purchaser of stock to treat the transaction for 
tax purposes as if the seller is selling and the buyer is purchasing the assets 
rather than the stock associated with the corporations. The 338 Election 
would eliminate the accumulated deferred income tax (ADIT) balances of 
CNG and Southern, which, in turn, would increase rate base. 

As stated in more detail at page 22 of that Decision: 

UIL testified that all of CNG’s and Southern’s assets would be deemed 
purchased for amounts equal to their net book values at the Closing. 
However, for tax purposes, the ADIT associated with these assets would be 
eliminated immediately after the Closing. The lack of ADIT would create 
differences between the pre-acquisition and the post acquisition levels of 
the utility plant in service. For CNG and Southern, these differences are 
the amounts of the existing ADIT immediately prior to the Closing. 
Responses to Interrogatories GA-67 and OCC-12. Furthermore, UIL stated 
that the lack of ADIT immediately after the Closing would be recorded on 
CNG’s and Southern’s regulated book of accounts used for ratemaking 
purposes. However, the elimination of the ADIT would not change rates 
charged to customers. Therefore, CNG’s and Southem’s rates in effect at 
the time of the Closing would remain in effect until the Department 
changes them in future rate proceedings. The elimination of the historical 
ADIT and the recording of the new deferred taxes would be reviewed in 
CNG’s and Southern’s next rate proceedings. Responses to Interrogatories 
OCC-11 and OCC-12. Nonetheless, UIL agreed that the elimination of the 
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existing ADIT immediately subsequent to the Closing would increase rate 
base. Tr. 08/16/10, pp. 55 and 56. 

Generally, for rate-making purposes, net ADIT liability amounts are treated 
as offsets and thereby reduce rate base. The regulatory deferrals and 
different recognitions for financial and tax reporting create differences 
between book and tax bases for these rate base items. The ADIT represents 
the income tax impact of the difference between historical book 
depreciation expense compared to historical tax depreciation expense. 
Ratemaking recognizes higher tax early in an asset’s life while the actual 
taxes are deferred for payment later in the asset’s life. All things being 
equal, the unwinding of the ADIT (i.e., when the actual taxes start to be 
higher than book taxes) increases rate base over time. In the instant 
Decision, the Department is not making a determination as to how the 
changes in tax depreciation amounts caused by the Proposed Transaction 
would affect the levels of tax benefits represented by and/or flowing from 
the acquired assets. 

Q. 

A. 

Q. 

A. 

Did the Connecticut DPUC recognize in its decision in Docket No. 10-07-09 that the 

extinguishment of the utility ADIT was a negative impact resulting from that 

transaction and/or that election could have a negative impact on ratepayers? 

Yes. At page 20 of its Order, the Connecticut DPUC stated that: 

A few aspects such as the 338 Election discussed in Section III.C.1. 
Internal Revenue Code Section 338fiMlO) Election could result in a 
negative impact on ratepayers. 

What did the Connecticut DPUC state in its Decision in that docket about protecting 

ratepayers from that negative impact? 

At pages 23-24 of its Decision in Docket No. 10-07-09, the Connecticut DPUC stated as 

follows: 

The Department’s position is that the change of control should not impact 
the cost of utility services that are provided to ratepayers. In subsequent 
rate case proceedings, CNG and Southern would be required to show that 
all accounting treatments resulting from the Proposed Transaction will not 
have adverse impacts on rates. Also, CNG and Southern will be required to 
file all journal entries to record the eliminations of the ADIT existing prior 
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to the Closing. Furthermore, UIL will be directed to file exhibits, 
separately for CNG and Southern, showing the total book basis, total tax 
basis, total accumulated book depreciation and total accumulated tax 
depreciation for utility plant assets as of the period immediately prior to the 
Closing. UIL is hereby put on notice that, while the Department is 
allowing the 338 Election, it is not recommending or by any stretch 
requiring such an election. UIL proceeds at its own risk regarding the 
ratemaking treatment that may or may not be afforded any election. The 
Department intends to safeguard ratepayers from adverse impacts due the 
change of control. 

Q* 

A. 

Q. 

A. 

Was the impact on utility rate base and revenue requirements of losing the 

accumulated ADIT addressed in a subsequent CNG base rate case? 

Yes, the impact of extinguishing the ADIT balances as a result of how the change-in- 

control transaction was structured was addressed in a subsequent base rate case for CNG. 

What did the Connecticut Public Utility Regulatory Authority ("PURA" or 

"Authority")12 Order in that CNG rate case, state with respect to the Section 

338(h)(10) election? 

The Authority's January 22, 2014 Decision in Docket No. 13-06-08, Application o f  

Connecticut Natural Gas Corporation to Increase Its Rates and Charnes, at pages 10-19. 

Pages 10-1 1 stated that: 

There was significant discussion, with diverging viewpoints, regarding the 
ADIT issue during the proceeding. At question is an ADIT balance that at 
the time of the change in control was a credit balance of $78.3 million. 
Due to the change in control being accounted for using a 338(h)(10) 
election, UIL restated its rate base at book value for ratemaking purposes 
and as a result extinguished its ADIT balance. There are ratemaking 
implications, as ADIT credit balances are an offset to rate base. The 
Parties agree that the remaining amount of unamortized ADIT in question, 
due to amortization since the change in control, is approximately a credit 
balance of $62,807,000 as of October 2013 and a credit balance of 

l2  Between the change-in-control case and the CNG rate case, the Connecticut utility regulatory authority underwent 
a reorganization and is now known as the Connecticut Public Utility Regulatory Authority. 
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$60,272,000 as average rate base for 2014. Late Filed Exhibit No. 51; Tr. 
11/5/13, pp. 2253 and 2254. 

Two main arguments were presented regarding the ADIT issue, the 
treatment that should be afforded the ADIT from a transactional view and 
in keeping with IRS regulations. The Company stated that the acquisition 
transaction must be viewed in totality. The transaction benefitted CNG, the 
Company's customers and the State in a variety of ways (e.g., commitment 
to infrastructure, natural gas growth, job creation, as well as energy 
efficiency). Moreover, the 338(h)(10) Election is just one of many 
components of this proceeding and it should not be singled out. The 
Company contended that ADITS are properly extinguished, due to the 
benefits of the change in control. The Company also stated that any "hold 
harmless" adjustment in connection with the 338@)(10) Election are not 
warranted and could lead to severe adverse consequences for CNG and its 
customers. The implementation of a "hold harmless" adjustment would 
constitute a tax normalization violation that would prohibit CNG from 
claiming accelerated depreciation going forward - thereby causing the 
Company to lose a cost-free source of financing with customers losing a 
fbture rate base offset. CNG Brief, p. 4. 
The OCC contended that while CNG relied on the discussion in the Change 
in Control Decision, the Company failed to provide information in its 
Application or in responses to interrogatories that would allow the 
Authority, the OCC or other docket participants to ascertain any financial 
benefit to ratepayers. It only argued about the detriment of the removal of 
the ADIT credit. Employee counts have increased, rather than decreased, 
and corporate costs have drastically increased. Corporate charges have 
increased from $18.803 million in the test year to $22.841 million in the 
rate year. The amount was subsequently updated to $23.819 million and is 
a substantial increase compared to the rate year amount authorized in the 
prior rate case of $8,932,293 for affiliate charges, which was prior to the 
change in control. In addition, when asked during the hearing, "[ils there 
anything you can point to that you presented in this case that would show 
the Authority which direction the revenue requirements have gone pre 
change in control versus post," the Company responded by saying "it's very 
difficult to look pre change of control versus post because of all the things 
that have changed." OCC Brief, pp. 130 and 13 1. 
The OCC recommended a "hold harmless" adjustment be made associated 
with the change in control approved in the Change in Control Decision. 
This recommendation is for the purpose of protecting ratepayers from the 
negative financial and rate consequences that result fi-om that transaction, 
consistent with the Authority's intent to safeguard ratepayers from adverse 
impacts due to the change of control in that proceeding. Under the Section 
338(h)(lO) election, the acquiring entity is allowed to step up its basis of 
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the acquired assets but as a consequence, the accumulatet.. deferred tax 
balance existing before the change in control is eliminated, (Le., the 
deferred tax liability becomes a current tax). Id., pp. 125 and 126. 

The OCC disagreed with the Company’s position that a potential 
normalization violation would occur if a “hold harmless” adjustment is 
reflected in CNG’s revenue requirements that result fiom the current 
proceeding. The recognition of a rate base credit equal to the pre- 
acquisition ADIT balance as recommended has been utilized in other State 
jurisdictions. The OCC contended that the Company witnesses have 
provided no instances where a utility company has been placed on notice of 
a normalization violation due to a “hold harmless” adjustment being 
utilized in a utility rate proceeding after a Section 338(h)(10) election was 
made. In fact, in the 2nd Supplement to the Response to Interrogatory AC- 
24, in the December 31,2012 Form 10-K, outside auditors for UNITIL, the 
parent company for Northern Utilities, did not find that UNITIL was in an 
uncertain tax position after a “hold harmless” adjustment in the form of a 
rate base credit associated with pre-acquisition ADIT balances were 
reflected in the company’s rate case decided earlier in 2012. The OCC 
claimed that if UNITIL’s outside auditors thought there was uncertainty 
regarding a potential normalization violation after the ratemaking 
adjustment was reflected in Northern Utilities New Hampshire rate case, 
Docket DG-11-069, they would have had to make such a disclosure in the 
notes to the financial statements in this SEC filing. The hold harmless 
adjustment could be structured in a number of ways. It could be an 
adjustment that reduces rate base, it could be in the form of a merger 
adjustment that reduces Operating and Maintenance (O&M) expenses, or 
could be in the form of revenue credits which are used to offset the 
Company’s revenue requirement. Id., pp. 132 and 133. 

The Attorney General (AG) argued that UIL’s Section 338(h)(10) election 
eliminated the ADIT account, which may have benefitted the transacting 
companies but will harm ratepayers unless corrected by the Authority 
because ratepayers would no longer receive the financial benefits that the 
ADIT provide. The AG fully supports the OCC’s proposal to structure a 
“hold harmless” adjustment to the CNG rate base or to devise revenue 
credits that would offset the loss of the ADIT. AG Brief, pp. 14 and 15. 

Extensive additional discussion in that Decision concerns attempts to craft a “hold 

harmless” remedy that would protect the ratepayers of CNG fkom the adverse impacts of 
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the Section 338(h)(10) election without incurring a normalization violation under the 

Internal Revenue Code. l 3  

Q. 
A. 

Were adverse consequences experienced by CNG ratepayers in that rate case? 

Yes. Due to the Section 338(h)(lO) election associated from the transfer of control of 

CNG fiom Iberdrola to UIL, CNG’s rate base was higher than it otherwise would have 

been. This was addressed in the PURA’S Docket No. 13-06-08 Decision at page 18 as 

follows: 

The Authority will proceed with caution on this issue as the consequences 
of a normalization violation are severe. CNG is righthlly concerned 
regarding potential negative consequences of a normalization violation and 
stated that “if the Company considered that an order issued by the 
Authority constituted a violation of the normalization rules, the imposition 
of the penalty would be self-executing. The Company would be compelled 
to file its subsequent tax returns without claiming accelerated 
depreciation.” CNG Brief, pp. 8 and 9. However, the Authority also finds 
that the evidence and testimony presented in this proceeding is 
unconvincing in terms of the creation of a normalization violation. The 
Authority concludes that the only means to a definitive answer on this issue 
is to go to the source, the IRS. The Authority hereby orders the Company 
to seek a private letter ruling with regards to the specific question of after 
extinguishment of an ADIT balance, whether or not a PUC directive to 
institute a ratemaking mechanism to reflect a credit to ratepayers of ADIT 
benefits lost through a 338(h)( 10) election would constitute a normalization 
violation. The Company shall file its proposed draft PLR to the PURA, for 
approval, no later than March 14,2014. 

For the current proceeding, the Company is allowed to reflect the 
extinguishment of ADITs associated with the change of control. However, 
the Company shall, until further notice from the Authority, track the 
revenue requirements associated with the credit ADIT balance of 
$60,272,000 as average rate base for 2014. In the event of a ruling from 
the IRS stating that imposing a ratemaking mechanism would not create a 
normalization violation, the Authority will use this calculation as the basis 
for a correction of rates. 

l3 Id at 10-19. 
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Q* 

A. 

Q. 

A. 

Q. 
A. 

What has the Connecticut PURA required in order to address the issue of trying to 

protect Connecticut ratepayers from the adverse consequences of that prior change 

of control transaction between Iberdrola and UIL? 

As described at page 19 of that PURA Decision, and noted above, the Authority has 

required UIL to track costs and to request a Private Letter Ruling. 

Was that Private Letter Ruling that was required by the Connecticut PURA ever 

issued? 

No. The Connecticut PURA rejected UIL’s draft PLR request, and a PLR request was 

ultimately never submitted to the IRS. 

Why was the utility-drafted PLR request rejected by the Connecticut PURA? 

In a letter dated May 9,2014, in conjunction with Docket No. 13-06-08, Order No. 17, the 

Connecticut PURA stated that its: 

Order No. 17 requires that the Company “seek a private letter ruling with 
regards to the specific question of, after extinguishment of an ADIT 
balance, whether or not a PUC directive to institute a ratemaking 
mechanism to reflect a credit to ratepayers of ADIT benefits lost through a 
338(h)(10) election would constitute a normalization violation. The 
Company shall file proposed draft PLR to the PURA, for approval, no later 
than March 14, 2014.” Order No. 17 relates to discussion of the 
Accumulated Deferred Income Tax (ADIT) in Section II.B.5 of the 
Decision. See, Decision, pp. 9-19. The Authority concluded that 
additional information, in the form of guidance from the United States 
Internal Revenue Service (IRS), was needed to make a final determination 
on this issue. To that end, the Authority determined that the appropriate 
course of action was to direct CNG to seek a Private Letter Ruling fi-om the 
IRS. Order 17 directs CNG to file with the Authority for its review and 
approval a proposed request for a Private Letter Ruling from the IRS. 

The Authority has reviewed and revised the IRS Private Letter Ruling 
request proposed by CNG. The Authority’s revisions to the letter 
accomplish several key objectives. The revisions are aimed at making the 
request for a ruling even-handed, neutral, fair, open and transparent on the 
applicability of the Depreciation Normalization rules contained in 26 U.S. 
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Code 8 168(i)(9) and Treas. Reg. §1.167(1)-1, to the ADIT issue raised in 
this proceeding. The Authority insists that the letter sent to the IRS provide 
a clear and concise statement of the issue without any advocacy by CNG 
for its particular position. 

After the Authority reviews comments, the Authority will issue a letter 
ruling on the Company’s Order No. 17 Compliance filing. 

CNG’s proposed letter was more of a CNG advocacy piece containing its 
legal theory for why the IRS should find a normalization violation. The 
CNG proposed letter also unfairly provided that CNG’s expert witness on 
this issue in Docket No. 13-06-08, was also representing CNG, before the 
IRS. 
The Authority’s revision to the Company’s letter removes CNG’s language 
referencing the investment tax credit normalization rules and advocating 
for a finding of a normalization violation. The Authority’s revision to the 
Private Letter Ruling Request removes CNG’s expert witness from having 
a role in representing the Company before the IRS. The Authority is 
concerned with the ability of this tax attorney to present this issue before 
the IRS in an unbiased manner and requests the Company employ its in- 
house counsel before the IRS. The Authority questions CNG’s use of the 
same tax attorney both as an expert witness before the PURA advocating a 
particular position and as a representative for CNG before the IRS in this 
Private Letter Ruling process unless the intent is to persuade the IRS to rule 
consistently with the Company’s position presented in Docket No. 13-06- 
08. In the opinion of the Authority, the IRS should consider this issue fiom 
more than the perspective of CNG’s shareholders. 

The Authority has sought a Private Letter Ruling to assist the PURA in its 
decision making. The Private Letter Ruling request is not intended for 
CNG to control the Private Letter Ruling process. The PURA is requiring 
CNG, the taxpayer, to seek this ruling because the Authority requires IRS 
input on a tax accounting issue in order to make a full and final 
determination on the ADIT issue raised in Docket No. 13-06-08. 
Therefore, CNG is acting in its capacity as a regulated public service 
company under the oversight and direction of the PURA in seeking this 
Private Letter Ruling. If the IRS requires additional information or wishes 
to learn the positions of the affected entities, the PURA, CNG and the 
Office of Consumer Counsel (OCC), should be able to participate in the 
IRS process on an equal basis. To that end, the Authority’s revisions 
provide for greater transparency and equity to the PURA and the OCC by 
including them in the discussions between CNG and the IRS and by giving 
the PURA and the OCC the opportunity to participate in any conferences 
held by the IRS on this matter. 
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A copy of that May 9, 2014 letter from the Connecticut PURA to CNG is presented in 

Attachment RCS- 10. Based on subsequent events, involving a subsequent change-of- 

control proceeding involving the same two utilities (CNG and SCG) and instituting 

agreed-upon mitigation measures to protect the CNG and SCG ratepayers from the 

adverse consequences of the ADIT extinguishment that had occurred in the previous 

change-of-control transaction, the request for the PLR was ultimately never submitted to 

the IRS. 

Q. 
A. 

Please explain. 

The ratepayer harms outlined in the CNG rate case that resulted from the Section 

338(h)(10) Election were the subject of an appeal of the CNG rate case ruling and were 

also areas of particular concern in a subsequent proposed merger proceeding involving 

Iberdrola and UIL because it involved the same entities, and thus presented a regulatory 

opportunity to address and remedy the harm to ratepayers associated with the prior 

change-in-control transaction that had extinguished utility ADIT balances. Just a few 

years ago, the two Connecticut gas distribution utilities, CNG and SCG, were transferred 

from Iberdrola to UIL. As documented in the CNG rate case, Docket No. 13-06-08, the 

Section 338(h)(lO) Election had resulted in a higher rate base for CNG and higher rates to 

CNG ratepayers. Then these same parent companies, UIL and Iberdrola, as part of their 

proposed transaction in Connecticut PURA Docket No. 15-03-45, sought to transfer these 

same two Connecticut gas distribution utilities, CNG and SCG, back to Iberdrola (along 

with a Connecticut electric utility, United Illuminating). Moreover, the applicants in that 

case sought to do this without remedying the ratepayer harm that resulted from their 

previous transfer of these same two Connecticut gas distribution utilities. This 

transferring of these two Connecticut gas distribution utilities, CNG and SCG, first from 
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Iberdrola to UIL, and then back to Iberdrola, with a focus on shareholder profit to the 

detriment of ratepayers, raised serious public interest concerns. 

Q. 
A. 

How were those serious public interest concerns ultimately addressed and resolved? 

In Connecticut PURA Docket No. 15-03-45, concerns raised in the proceeding regarding 

the proposed Iberdrola-UIL merger had not been resolved to the satisfaction of the 

Connecticut PURA. Accordingly, on June 30, 2015 the PURA issued a proposed final 

decision in that docket rejecting that merger. On July 1 , 2015, the PURA rejected a motion 

from the applicants in that case that requested that the Authority (1) suspend the current 

procedural schedule; (2) extend the schedule by 2 months; and (3) reopen the record in the 

proceeding to permit the Applicants to file additional information, commitments and 

assurances to address the concerns set forth in the Proposed Decision. In response to 

those rulings, the applicants withdrew their request for merger approval. The applicants in 

that case subsequently engaged in serious discussions with key parties to that case, 

including the Connecticut Office of Consumer Counsel (“OCC”). As a result of such 

discussions, using the concepts of rate moratoriums and base rate credits similar to the 

ones that had been used in some of the Pennsylvania change-in-control proceedings that I 

described above14, mitigation measures for the prior extinguishment of the Connecticut 

utility ADIT balances were ultimately agreed upon (as well as other issues). Additional 

conditions to approval of the proposed merger, including such ratepayer protections, were 

memorialized in a settlement reached between OCC and the Applicants that was filed 

Connecticut PURA Docket No. 15-07-38 on September 18, 2015. The protections 

included a combination of customer rate credits and base rate freezes for the two 

Connecticut gas distribution utilities, CNG and SCG. 

l4 Also see, e.g., Attachments RCS-5 and RCS-6 
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Q. 
A. 

What specific measures were applied? 

The following measures from the settlement reached between OCC and the Applicants 

that was filed Connecticut PURA Docket No. 15-07-38 on September 18, 2015 were 

applied: 

2. Customer Rate Credits - The Applicants will provide $20 million in 
customer rate credits in the aggregate to customers of The United 
Illuminating Company (“UI”), Connecticut Natural Gas Corporation 
(“CNG”) and The Southern Connecticut Gas Company (“SCG’ and 
collectively with CNG and UI, the “UIL Utilities”) in the first year 
following the closing. 
a. OCC recommends the following approach for allocating the $20 million 
among the three UIL Utilities: A one-time, $20 million rate credit to 
customers will be allocated to UI, SCG and CNG based on the total number 
of retail customers at each utility in proportion to the total number of retail 
customers of the three UIL Utilities. Each Company’s rate credit will be 
allocated to firm retail customer classes (i.e., residential, commercial and 
industrial) based upon their proportional share of the monthly customer 
charges, and will appear on the bill as a uniform dollar amount credit for 
each separate customer class as a separate line item, along with an 
explanatory bill message. All customers within a retail customer class shall 
receive the same rate credit dollar amount. The rate credits will be applied 
to billing cycles in or before the third full billing month following the 
closing of the Proposed Transaction. 
3. Additional Ratepayer Benefits for CNG Customers - The Applicants 
will provide $12.5 million in rate credits to customers of CNC over the ten- 
year period of 2018-2027 ($1.25 million per year). 

4. Additional Ratepayer Benefits for SCG Customers - The Applicants 
will provide the following benefits to customers of SCG: 

a. $1.6 million in ratepayer savings associated with doubling SCG’s bare 
steellcast iron main replacement (from $1 1 million per year to $22 million 
per year) over a three-year period without seeking recovery until the next 
SCG rate case. 
b. $7.5 million in rate credits over the ten-year period of 2018-2027 ($0.75 
million per year). 
5. Base Rate Freezes - The Applicants commit to distribution base rate 
freezes for the UIL Utilities, which will result in significant customer 
savings. Specifically: ... 
CNG’s and SCG’s respective current distribution base rates will remain 
with no new distribution base rates in effect before at least January 1,2018. 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

Which provisions were designed to address ratepayer protections to remedy the 

issues concerning the previous extinguishment of CNG and SCG utility ADIT 

balances that resulted from the previous change-in-control and which had not been 

adequately remedied, due to the normalization concerns, in the post-transfer CNG 

rate case? 

My understanding is that the specific additional rate credits for CNG provided for in 

paragraph 3 and for SCG in paragraph 4(b) above, coupled with the rate moratorium 

provisions for CNG and SCG in paragraph 5 provide for the agreed-upon ratepayer 

protections that address and help remedy the harm to ratepayers that otherwise would be 

attributed to the previous extinguishment of CNG and SCG utility ADIT balances from 

the previous change-in-control transaction between UIL and Iberdrola involving those two 

Connecticut gas distribution utilities. 

Have the experiences described above provided you with insights on best regulatory 

practices for addressing change-in-control transactions that are structured in a 

manner to extinguish utility ADIT balances? 

Yes, it has. 

Please explain what you have learned about best practices. 

First, the public interest will usually be best served if a proposed utility change-in-control 

transaction can be structured in a manner that does entail the extinguishment of utility 

ADIT balances. 

Second, if a private letter ruling is going to be required in order to address issues 

relating to tax normalization requirements, the PLR should be drafted in a factually 

accurate and neutral manner, and should be subject to review and approval by the 
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regulatory authority prior to submission to the IRS, rather than allowing the drafting of the 

PLR request to become an exercise in utility self-serving advocacy. 

Third, the regulator should require that the PLR be obtained prior to approving a 

change-in-control transaction that would result in extinguishing the utility ADIT balances. 

It is preferable to have the PLR results in advance of granting approval because a viable 

mitigation to protect utility ratepayers from the harm the transaction would otherwise 

produce (i.e., from the higher rate base and higher rates) is needed that will not result in 

the ability of the utility to use accelerated tax depreciation. 

Fourth, if a viable method for mitigation of ratepayer harm that does not violate tax 

normalization requirements cannot be developed, unless there are other compelling 

reasons to approve the transaction, the ratepayer harm in itself could be significant enough 

to warrant a ruling that the proposed transaction is not in the public interest. 

Fifth, because the applicants in a proposed change-of-control transaction are the 

parties that are creating the regulatory issues, including issues related to extinguishing the 

existing utility ADIT balances because of how their proposed transaction is structured, the 

costs of developing tax normalization challenge-proof mitigation of ratepayer harm, such 

as the cost for obtaining a PLR, are change-of-control transaction costs that should be 

Q. 
A. 

borne by applicants and not recovered fi-om utility ratepayers. 

Please summarize your findings and recommendations on the ADIT issue. 

The Applicants have proposed to structure their proposed transfer of ownersip of the 

Willow Valley utility and its CCN as an asset sale that would result in extinguishing the 

utility's existing ADIT. This aspect of the proposed transaction, unless remediated, would 

harm ratepayers because the loss of the non-investor-supplied cost-free capital, other 

things being equal, would significantly increase the utility's rate base. The increased rate 

base would be caused solely by the change-in-control transaction and how it was 
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structured. Failure to find a viable method of protecting ratepayers from the harm caused 

by the proposed transaction could be one reason for rejecting the proposed transaction as 

structured by the applicants. Unless the Applicants can present a workable method of 

protecting Willow Valley ratepayers fiom the significantly increased rate base that would 

result iiom the way they have proposed to structure their transaction, which extinguishes 

the utility's existing ADIT, my recommendation is for the Commission to reject their 

requested transaction. 

Q. 
A. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 



Attachment RCS-1 
OUALIFICATIONS OF RALPH C. SMITH 

Accomplishments 
Mr. Smith's professional credentials include being a Certified Financial PlannerTM professional, a 
Certified Rate of Return Analyst, a licensed Certified Public Accountant and attorney. He 
functions as project manager on consulting projects involving utility regulation, regulatory policy 
and ratemaking and utility management. His involvement in public utility regulation has included 
project management and in-depth analyses of numerous issues involving telephone, electric, gas, 
and water and sewer utilities. 

Mi. Smith has performed work in the field of utility regulation on behalf of industry, public service 
commission staffs, state attorney generals, municipalities, and consumer groups concerning 
regulatory matters before regulatory agencies in Alabama, Alaska, Arizona, Arkansas, California, 
Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Kentucky, Louisiana, 
Maine, Maryland, Massachusetts, Michigan, Minnesota, Mississippi, Missouri, New Jersey, New 
Mexico, New York, Nevada, North Carolina, North Dakota, Ohio, Oregon, Pennsylvania, South 
Carolina, South Dakota, Tennessee, Texas, Utah, Vermont, Virginia, Washington, Washington DC, 
West Virginia, Canada, Federal Energy Regulatory Commission and various state and federal 
courts of law. He has presented expert testimony in regulatory hearings on behalf of utility 
commission staffs and intervenors on several occasions. 

Project manager in Larkin & Associates' review, on behalf of the Georgia Commission Staff, of the 
budget and planning activities of Georgia Power Company; supervised 13 professionals; 
coordinated over 200 interviews with Company budget center managers and executives; organized 
and edited voluminous audit report; presented testimony before the Commission. Functional areas 
covered included fossil plant O&M, headquarters and district operations, internal audit, legal, 
affiliated transactions, and responsibility reporting. All of our findings and recommendations were 
accepted by the Commission. 

Key team member in the firm's management audit of the Anchorage Water and Wastewater Utility 
on behalf of the Alaska Commission StafY, which assessed the effectiveness of the Utility's 
operations in several areas; responsible for in-depth investigation and report writing in areas 
involving information systems, finance and accounting, affiliated relationships and transactions, 
and use of outside contractors. Testified before the Alaska Commission concerning certain areas of 
the audit report. AWWU concurred with each of Mr. Smith's 40 plus recommendations for 
improvement. 

Co-consultant in the analysis of the issues surrounding gas transportation performed for the law 
firm of Cravath, Swaine & Moore in conjunction with the case of Reynolds Metals Co. vs. the 
Columbia Gas System, Inc.; drafted in-depth report concerning the regulatory treatment at both 
state and federal levels of issues such as flexible pricing and mandatory gas transportation. 

Lead consultant and expert witness in the analysis of the rate increase request of the City of Austin 
- Electric Utility on behalf of the residential consumers. Among the numerous ratemaking issues 
addressed were the economies of the Utility's employment of outside services; provided both 
written and oral testimony outlining recommendations and their bases. Most of Mr. Smith's 
recommendations were adopted by the City Council and Utility in a settlement. 
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Key team member performing an analysis of the rate stabilization plan submitted by the Southern 
Bell Telephone & Telegraph Company to the Florida PSC; performed comprehensive analysis of 
the Company's projections and budgets which were used as the basis for establishing rates. 

Lead consultant in analyzing Southwestern Bell Telephone separations in Missouri; sponsored the 
complex technical analysis and calculations upon which the firm's testimony in that case was 
based. He has also assisted in analyzing changes in depreciation methodology for setting telephone 
rates. 

Lead consultant in the review of gas cost recovery reconciliation applications of Michigan Gas 
Utilities Company, Michigan Consolidated Gas Company, and Consumers Power Company. 
Drafied recommendations regarding the appropriate rate of interest to be applied to any over or 
under collections and the proper procedures and allocation methodology to be used to distribute 
any rehnds to customer classes. 

Lead consultant in the review of Consumers Power Company's gas cost recovery refund plan. 
Addressed appropriate interest rate and compounding procedures and proper allocation 
methodology. 

Project manager in the review of the request by Central Maine Power Company for an increase in 
rates. The major area addressed was the propriety of the Company's ratemaking attrition adjustment 
in relation to its corporate budgets and projections. 

Project manager in an engagement designed to address the impacts of the Tax Reform Act of 1986 
on gas distribution utility operations of the Northern States Power Company. Analyzed the 
reduction in the corporate tax rate, uncollectibles reserve, ACRS, unbilled revenues, customer 
advances, CIAC, and timing of TRA-related impacts associated with the Company's tax liability. 

Project manager and expert witness in the determination of the impacts of the Tax Reform Act of 
1986 on the operations of Connecticut Natural Gas Company on behalf of the Connecticut 
Department of Public Utility Control - Prosecutorial Division, Connecticut Attorney General, and 
Connecticut Department of Consumer Counsel. 

Lead Consultant for The Minnesota Department of Public Service ("DPS'') to review the Minnesota 
Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell Telephone Company 
("NWB") doing business as U S West Communications ("USWC"). Objective was to express an 
opinion as to whether current rates addressed by the plan were appropriate from a Minnesota 
intrastate revenue requirements and accounting perspective, and to assist in developing 
recommended modifications to NWB's proposed Plan. 

Performed a variety of analytical and review tasks related to our work effort on this project. 
Obtained and reviewed data and performed other procedures as necessary (1) to obtain an 
understanding of the Company's Incentive Plan filing package as it relates to rate base, operating 
income, revenue requirements, and plan operation, and (2) to formulate an opinion concerning the 
reasonableness of current rates and of amounts included within the Company's Incentive Plan 
filing. These procedures included requesting and reviewing extensive discovery, visiting the 
Company's offices to review data, issuing follow-up information requests in many instances, 
telephone and on-site discussions with Company representatives, and frequent discussions with 
counsel and DPS Staff assigned to the project. 
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Lead Consultant in the regulatory analysis of Jersey Central Power & Light Company for the 
Department of the Public Advocate, Division of Rate Counsel. Tasks performed included on-site 
review and audit of Company, identification and analysis of specific issues, preparation of data 
requests, testimony, and cross examination questions. Testified in Hearings. 

Assisted the NARUC Committee on Management Analysis with drafting the Consultant Standards 
for Management Audits. 

Presented training seminars covering public utility accounting, tax reform, ratemaking, affiliated 
transaction auditing, rate case management, and regulatory policy in Maine, Georgia, Kentucky, 
and Pennsylvania. Seminars were presented to commission staffs and consumer interest groups. 

Previous Positions 

With Larkin, Chapski and Co., the predecessor firm to Larkin & Associates, was involved 
primarily in utility regulatory consulting, and also in tax planning and tax research for businesses 
and individuals, tax return preparation and review, and independent audit, review and preparation 
of financial statements. 

Installed computerized accounting system for a realty management firm. 

Education 

Bachelor of Science in Administration in Accounting, with distinction, University of Michigan, 
Dearborn, 1979. 

Master of Science in Taxation, Walsh College, Michigan, 1981. Master's thesis dealt with 
investment tax credit and property tax on various assets. 

Juris Doctor, cum laude, Wayne State University Law School, Detroit, Michigan, 1986. Recipient 
of American Jurisprudence Award for academic excellence. 

Continuing education required to maintain CPA license and CFPO certificate. 

Passed all parts of CPA examination in first sitting, 1979. Received CPA certificate in 1981 and 
Certified Financial Planning certificate in 1983. Admitted to Michigan and Federal bars in 1986. 

Michigan Bar Association. 

American Bar Association, sections on public utility law and taxation. 
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Partial list of utility cases participated in: 

79-228-EL-FAC 
79-23 1-EL-FAC 
79-535-EL-AIR 
80-235-EL-FAC 
80-240-EL-FAC 
U- 1933 * 
U-6794 
81-0035TP 
81-0095TP 
8 1-308-EL-EFC 
8 10 136-EU 
GR-81-342 
Tr-8 1-208 

8400 
18328 
18416 

8624 
8648 

U-6949 

8201 00-EU 

U-7236 
U6633-R 
U-6797-R 
U-5510-R 

82-240E 
7350 
RH- 1-83 
820294-TP 
82- 165-EL-EFC 
(Subfile A) 
82- 168-EL-EFC 
830012-EU 
U-7065 
8738 
ER-83-206 
U-4758 
8836 
8839 
83-07- 15 
81-0485-WS 
U-7650 
83-662 
U-6488-R 
U-15684 
7395 & u-7397 
8200 13-WS 
U-7660 
83-1039 
U-7802 
83-1226 
830465-El 
u-7777 
u-7779 

Cincinnati Gas & Electric Company (Ohio PUC) 
Cleveland Electric Illuminating Company (Ohio PUC) 
East Ohio Gas Company (Ohio PUC) 
Ohio Edison Company (Ohio PUC) 
Cleveland Electric Illuminating Company (Ohio PUC) 
Tucson Electric Power Company (Arizona Corp. Commission) 
Michigan Consolidated Gas Co. -16 Refunds (Michigan PSC) 
Southern Bell Telephone Company (Florida PSC) 
General Telephone Company of Florida (Florida PSC) 
Dayton Power & Light Co.- Fuel Adjustment Clause (Ohio PUC) 
Gulf Power Company (Florida PSC) 
Northern States Power Co. -- E-O02/Minnesota (Minnesota PUC) 
Southwestern Bell Telephone Company (Missouri PSC)) 
Detroit Edison Company (Michigan PSC) 
East Kentucky Power Cooperative, Inc. (Kentucky PSC) 
Alabama Gas Corporation (Alabama PSC) 
Alabama Power Company (Alabama PSC) 
Florida Power Corporation (Florida PSC) 
Kentucky Utilities (Kentucky PSC) 
East Kentucky Power Cooperative, Inc. (Kentucky PSC) 
Detroit Edison - Burlington Northern Refund (Michigan PSC) 
Detroit Edison - MRCS Program (Michigan PSC) 
Consumers Power Company -MRCS Program (Michigan PSC) 
Consumers Power Company - Energy conservation Finance 
Program (Michigan PSC) 
South Carolina Electric & Gas Company (South Carolina PSC) 
Generic Working Capital Hearing (Michigan PSC) 
Westcoast Transmission Co., (National Energy Board of Canada) 
Southern Bell Telephone & Telegraph Co. (Florida PSC) 

Toledo Edison Company(0hio PUC) 
Cleveland Electric Illuminating Company (Ohio PUC) 
Tampa Electric Company (Florida PSC) 
The Detroit Edison Company - Fermi I1 (Michigan PSC) 
Columbia Gas of Kentucky, Inc. (Kentucky PSC) 
Arkansas Power & Light Company (Missouri PSC) 
The Detroit Edison Company - Refunds (Michigan PSC) 
Kentucky American Water Company (Kentucky PSC) 
Western Kentucky Gas Company (Kentucky PSC) 
Connecticut Light & Power Co. (Connecticut DPU) 
Palm Coast Utility Corporation (Florida PSC) 
Consumers Power Co. (Michigan PSC) 
Continental Telephone Company of California, (Nevada PSC) 
Detroit Edison Co., FAC & PIPAC Reconciliation (Michigan PSC) 
Louisiana Power & Light Company (Louisiana PSC) 
Campaign Ballot Proposals (Michigan PSC) 
Seacoast Utilities (Florida PSC) 
Detroit Edison Company (Michigan PSC) 
CP National Corporation (Nevada PSC) 
Michigan Gas Utilities Company (Michigan PSC) 
Sierra Pacific Power Company (Nevada PSC) 
Florida Power & Light Company (Florida PSC) 
Michigan Consolidated Gas Company (Michigan PSC) 
Consumers Power Company (Michigan PSC) 
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U-7480-R 
U-7488-R 
U-7484-R 
U-7550-R 
U-7477-R** 
18978 
R-842583 
R-842740 
850050-E1 
16091 
19297 
76-18788AA 
&76-18793AA 

85-53476AA 
& 85-534785AA 

U-809 1 /U-823 9 
TR.-85-179** 
85-2 12 
ER-85646001 
& ER-85647001 
850782-E1 & 
850783-E1 
R-860378 
R-850267 
851007-WU 
& 840419-SU 
G-002/GR-86- 160 
7 195 (Interim) 
87-01-03 
87-01-02 

3673- 
29484 

Docket No. 1 
Docket E-2, Sub 527 
870853 
880069** 

U-8924 

U- 1954-88-102 
T E-1032-88-102 
89-0033 
U-89-2688-T 
R-89 1364 
F.C. 889 
Case No. 88/546* 

87-1 1628* 

890319-E1 
891345-E1 
ER 881 1 09125 
653 1 

Michigan Consolidated Gas Company (Michigan PSC) 
Consumers Power Company - Gas (Michigan PSC) 
Michigan Gas Utilities Company (Michigan PSC) 
Detroit Edison Company (Michigan PSC) 
Indiana & Michigan Electric Company (Michigan PSC) 
Continental Telephone Co. of the South Alabama (Alabama PSC) 
Duquesne Light Company (Pennsylvania PUC) 
Pennsylvania Power Company (Pennsylvania PUC) 
Tampa Electric Company (Florida PSC) 
Louisiana Power & Light Company (Louisiana PSC) 
Continental Telephone Co. of the South Alabama (Alabama PSC) 

Detroit Edison - Refund - Appeal of U-4807 (Ingham 
County, Michigan Circuit Court) 

Detroit Edison Refund - Appeal of U-4758 
(Ingham County, Michigan Circuit Court) 
Consumers Power Company - Gas Refinds (Michigan PSC) 
United Telephone Company of Missouri (Missouri PSC) 
Central Maine Power Company (Maine PSC) 

New England Power Company (FERC) 

Florida Power & Light Company (Florida PSC) 
Duquesne Light Company (Pennsylvania PUC) 
Pennsylvania Power Company (Pennsylvania PUC) 

Florida Cities Water Company (Florida PSC) 
Northern States Power Company (Minnesota PSC) 
Gulf States Utilities Company (Texas PUC) 
Connecticut Natural Gas Company (Connecticut PUC)) 
Southern New England Telephone Company 
(Connecticut Department of Public Utility Control) 
Georgia Power Company (Georgia PSC) 
Long Island Lighting Co. (New York Dept. of Public Service) 
Consumers Power Company - Gas (Michigan PSC) 
Austin Electric Utility (City of Austin, Texas) 
Carolina Power & Light Company (North Carolina PUC) 
Pennsylvania Gas and Water Company (Pennsylvania PUC) 
Southem Bell Telephone Company (Florida PSC) 
Citizens Utilities Rural Company, Inc. & Citizens Utilities 
Company, Kingman Telephone Division (Arizona CC) 
Illinois Bell Telephone Company (Illinois CC) 
Puget Sound Power & Light Company (Washington UTC)) 
Philadelphia Electric Company (Pennsylvania PUC) 
Potomac Electric Power Company (District of Columbia PSC) 
Niagara Mohawk Power Corporation, et a1 Plaintiffs, v. 
Gulf+Westem, Inc. et al, defendants (Supreme Court County of 
Onondaga, State of New York) 
Duquesne Light Company, et al, plaintiffs, against Gulf+ 
Western, Inc. et al, defendants (Court of the Common Pleas of 
Allegheny County, Pennsylvania Civil Division) 
Florida Power & Light Company (Florida PSC) 
Gulf Power Company (Florida PSC) 
Jersey Central Power & Light Company (BPU) 
Hawaiian Electric Company (Hawaii PUCs) 
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R0901595 
90-10 
89-12-05 
900329- WS 
90- 12-01 8 
90-E-1185 
R-911966 
1.90-07-037, Phase I1 

U-155 1-90-322 
U-1656-9 1 - 134 
U-2013-91-133 
91-174*** 

U- 155 1-89- 102 
& U-1551-89-103 
Docket No. 6998 
TC-9 1 -040A and 
TC-91-040B 

99 1 1030-WS & 
91 1-67-WS 
922 180 
7233 and 7243 
R-00922314 
& M-920313C006 
ROO922428 
E-1032-92-083 & 
U- 1656-92- 183 

92-09- 19 
E- 1032-92-073 
UE-92- 1262 
92-345 
R-932667 
U-93-60** 
U-93-50** 
U-93-64 
7700 
E-1032-93-1 11 & 
U-1032-93-193 
R-00932670 
U-15 14-93-169/ 
E- 1032-93-169 
7766 
93-2006- GA-AIR* 
94-E-0334 
94-0270 
94-0097 
PU-3 14-94-688 
94-12-005-Phase I 
R-953297 
95-03-01 
95-0342 
94-996-EL-AIR 
95-1000-E 

Equitable Gas Company (Pennsylvania Consumer Counsel) 
Artesian Water Company (Delaware PSC) 
Southern New England Telephone Company (Connecticut PUC) 
Southern States Utilities, Inc. (Florida PSC) 
Southern California Edison Company (California PUC) 
Long Island Lighting Company (New York DPS) 
Pennsylvania Gas & Water Company (Pennsylvania PUC) 
(Investigation of OPEBs) Department of the Navy and all Other 
,Federal Executive Agencies (California PUC) 
Southwest Gas Corporation (Arizona CC) 
Sun City Water Company (Arizona RUCO) 
Havasu Water Company (Arizona RUCO) 
Central Maine Power Company (Department of the Navy and all 
Other Federal Executive Agencies) 
Southwest Gas Corporation - Rebuttal and PGA Audit (Arizona 
Corporation Commission) 
Hawaiian Electric Company (Hawaii PUC) 
Intrastate Access Charge Methodology, Pool and Rates 
Local Exchange Carriers Association and South Dakota 
Independent Telephone Coalition 
General Development Utilities - Port Malabar and 
West Coast Divisions (Florida PSC) 
The Peoples Natural Gas Company (Pennsylvania PUC) 
Hawaiian Nonpension Postretirement Benefits (Hawaiian PUC) 

Metropolitan Edison Company (Pennsylvania PUC) 
Pennsylvania American Water Company (Pennsylvania PUC) 

Citizens Utilities Company, Agua Fria Water Division 
(Arizona Corporation Commission) 
Southern New England Telephone Company (Connecticut PUC) 
Citizens Utilities CompZny (Electric Division), (Arizona CC) 
Puget Sound Power and Light Company (Washington UTC)) 
Central Maine Power Company (Maine PUC) 
Pennsylvania Gas & Water Company (Pennsylvania PUC) 
Matanuska Telephone Association, Inc. (Alaska PUC) 
Anchorage Telephone Utility (Alaska PUC) 
PTI Communications (Alaska PUC) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
Citizens Utilities Company - Gas Division 
(Arizona Corporation Commission) 
Pennsylvania American Water Company (Pennsylvania PUC) 
Sale of Assets CC&N fiom Contel of the West, Inc. to 
Citizens Utilities Company (Arizona Corporation Commission) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
The East Ohio Gas Company (Ohio PUC) 
Consolidated Edison Company (New York DPS) 
Inter-State Water Company (Illinois Commerce Commission) 
Citizens Utilities Company, Kauai Electric Division (Hawaii PUC) 
Application for Transfer of Local Exchanges (North Dakota PSC) 
Pacific Gas & Electric Company (California PUC) 
UGI Utilities, Inc. - Gas Division (Pennsylvania PUC) 
Southern New England Telephone Company (Connecticut PUC) 
Consumer Illinois Water, Kankakee Water District (Illinois CC) 
Ohio Power Company (Ohio PUC) 
South Carolina Electric & Gas Company (South Carolina PSC) 
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Non-Docketed 
Staff Investigation 
E- 1032-95-473 
E-1032-95-433 

GR-96-285 
94- 10-45 
A.96-08-001 et al. 

96-324 
96-08-070, et ai. 

97-05-12 
R-00973953 

97-65 

16705 

Non-Docketed 
Staff Investigation 

E-1072-97-067 

PU-314-97-12 
97-035 1 
97-800 1 

U-0000-94- 165 

98-05-006-Phase I 
9355-u 
97-12-020 - Phase I 
U-98-56, U-98-60, 
U-98-65, U-98-67 
(U-99-66, U-99-65, 
U-99-56, U-99-52) 
Phase I1 of 
97-SCCC- 149-GIT 
PU-3 14-97-465 
Non-docketed 
Assistance 
Contract Dispute 

Non-docketed Project 
Non-docketed Project 

Citizens Utility Company - Arizona Telephone Operations 
(Arizona Corporation Commission) 
Citizens Utility Co. - Northern Arizona Gas Division (Arizona CC) 
Citizens Utility Co. - Arizona Electric Division (Arizona CC) 
Collaborative Ratemaking Process Columbia Gas of Pennsylvania 
(Pennsylvania PUC) 
Missouri Gas Energy (Missouri PSC) 
Southern New England Telephone Company (Connecticut PUC) 
California Utilities’ Applications to Identify Sunk Costs of Non- 
Nuclear Generation Assets, & Transition Costs for Electric Utility 
Restructuring, & Consolidated Proceedings (California PUC) 
Bell Atlantic - Delaware, Inc. (Delaware PSC) 
Pacific Gas & Electric Co., Southern California Edison Co. and 
San Diego Gas & Electric Company (California PUC) 
Connecticut Light & Power (Connecticut PUC) 
Application of PECO Energy Company for Approval of its 
Restructuring Plan Under Section 2806 of the Public Utility Code 
(Pennsylvania PUC) 
Application of Delmarva Power &Light Co. for Application of a 
Cost Accounting Manual and a Code of Conduct (Delaware PSC) 
Entergy Gulf States, Inc. (Cities Steering Committee) 
Southwestern Telephone Co. (Arizona Corporation Commission) 
Delaware - Estimate Impact of Universal Services Issues 
(Delaware PSC) 
US West Communications, Inc. Cost Studies (North Dakota PSC) 
Consumer Illinois Water Company (Illinois CC) 
Investigation of Issues to be Considered as a Result of Restructuring of Electric 
Industry (Nevada PSC) 
Generic Docket to Consider Competition in the Provision 
of Retail Electric Service (Arizona Corporation Commission) 
San Diego Gas & Electric Co., Section 386 costs (California PUC) 
Georgia Power Company Rate Case (Georgia PUC) 
Pacific Gas & Electric Company (California PUC) 
Investigation of 1998 Intrastate Access charge filings 
(Alaska PUC) 
Investigation of 1999 Intrastate Access Charge filing 
(Alaska PUC) 

Southwestern Bell Telephone Company Cost Studies (Kansas CC) 
US West Universal Service Cost Model (North Dakota PSC) 
Bell Atlantic - Delaware, Inc., Review of New Telecomm. 
and Tariff Filings (Delaware PSC) 
City of Zeeland, MI - Water Contract with the City of Holland, MI 
(Before an arbitration panel) 
City of Danville, IL - Valuation of Water System (Danville, IL) 
Village of University Park, IL - Valuation of Water and 
Sewer System (Village of University Park, Illinois) 
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E- 1032-95-4 17 

T-105 1B-99-0497 

T-0 105 1 B-99-0 105 
AOO-07-043 
T-0105 1 B-99-0499 
99-4 191420 
PU314-99-119 

98-0252 

00-108 
U-00-28 
Non-Docketed 

00-11-038 
00- 1 1-056 
00- 10-028 

98-479 

99-457 
99-582 

99-03-04 
99-03-36 
Civil Action No. 

CaseNo. 12604 
CaseNo. 12613 
41651 

98-1 117 

13605-U 
14000-U 
13 196-U 

Non-Docketed 

Non-Docketed 

Application No. 

Phase I 
99-0 1-016, 

99-02-05 
01-05- 19-REO3 

G-0155 1 A-00-0309 

00-07-043 

Citizens Utility Co., Maricopa WaterNastewater Companies 
et al. (Arizona Corporation Commission) 
Proposed Merger of the Parent Corporation of Qwest 
Communications Corporation, LCI International Telecom Corp., 
and US West Communications, Inc. (Arizona CC) 
US West Communications, Inc. Rate Case (Arizona CC) 
Pacific Gas & Electric - 200 1 Attrition (California PUC) 
US West/Quest Broadband Asset Transfer (Arizona CC) 
US West, Inc. Toll and Access Rebalancing (North Dakota PSC) 
US West, Inc. Residential Rate Increase and Cost Study Review 
(North Dakota PSC 
Ameritech - Illinois, Review of Alternative Regulation Plan 
(Illinois CUB) 
Delmarva Billing System Investigation (Delaware PSC) 
Matanuska Telephone Association (Alaska PUC) 
Management Audit and Market Power Mitigation Analysis of the Merged Gas 
System Operation of Pacific Enterprises and Enova Corporation (California 

Southern California Edison (California PUC) 
Pacific Gas & Electric (California PUC) 
The Utility Reform Network for Modification of Resolution E-3527 (California 

Delmarva Power & Light Application for Approval of its Electric and Fuel 
Adjustments Costs (Delaware PSC) 
Delaware Electric Cooperative Restructuring Filing (Delaware PSC) 
Delmarva Power & Light dba Conectiv Power Delivery Analysis of Code of 
Conduct and Cost Accounting Manual (Delaware PSC) 
United Illuminating Company Recovery of Stranded Costs (Connecticut OCC) 
Connecticut Light & Power (Connecticut OCC) 

PUC) 

PUC) 

West Penn Power Company vs. PA PUC (Pennsylvania PSC) 
Upper Peninsula Power Company (Michigan AG) 
Wisconsin Public Service Commission (Michigan AG) 
Northern Indiana Public Service Co Overearnings investigation (Indiana UCC) 
Savannah Electric & Power Company - FCR (Georgia PSC) 
Georgia Power Company Rate Case/M&S Review (Georgia PSC) 
Savannah Electric & Power Company Natural Gas Procurement and Risk 
Managemenmedging Proposal, Docket No. 13 196-U (Georgia PSC) 
Georgia Power Company & Savannah Electric & Power FPR Company Fuel 
Procurement Audit (Georgia PSC) 
Transition Costs of Nevada Vertically Integrated Utilities (US Department of 

Post-Transition Ratemaking Mechanisms for the Electric Industry 
Restructuring (US Department of Navy) 

Navy) 

Connecticut Light & Power (Connecticut OCC) 
Yankee Gas Service Application for a Rate Increase, Phase I-2002-IERM 
(Connecticut OCC) 
Southwest Gas Corporation, Application to amend its rate 
Schedules (Arizona CC) 
Pacific Gas & Electric Company Attrition & Application for a rate increase 
(California PUC) 
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97-12-020 
Phase I1 
01-10-10 
1371 1-U 
02-001 
02-BLVT-377-AUD 

02-S&TT-390-AUD 
0 1-SFLT-879-AUD 

01-BSTT-878-AUD 

P404,407,520,4 13 
426,427,430,4211 
CI-00-712 

U-0 1-85 

U-01-34 

U-01-83 

U-01-87 

96-324, Phase I1 
03-WHST-503-AUD 
04-GNBT- 130-AUD 
Docket 6914 
Docket No. 

Case No. 
E-0 1345A-06-009 

05- 1278-E-PC-PW-42T 

Docket No. 04-0 1 13 
Case No. U-14347 
Case No. 05-725-EL-UNC 
Docket No. 2 1229-U 
Docket No. 19142-U 
Docket No. 

Docket No. 19042-U 
Docket No. 2004-178-E 
Docket No. 03-07-02 
Docket No. EX02060363, 
Phases I&II 
Docket No. U-00-88 

03-07-01RE01 

Phase 1-2002 IERM, 
Docket No. U-02-075 
Docket No. 05-SCNT- 

Docket No. 05-TRCT- 

Docket No. 05-KOKT- 

Docket No. 2002-747 

1048-AUD 

607-KSF 

060-AUD 

Pacific Gas & Electric Company Rate Case (California PUC) 
United Illuminating Company (Connecticut OCC) 
Georgia Power FCR (Georgia PSC) 
Verizon Delaware $271(Delaware DPA) 
Blue Valley Telephone Company AudiVGeneral Rate Investigation (Kansas 

S&T Telephone Cooperative AudiVGeneral Rate Investigation (Kansas CC) 
Sunflower Telephone Company Inc., AudiVGeneraI Rate Investigation 
(Kansas CC) 
Bluestem Telephone Company, Inc. AudiVGeneral Rate Investigation 
(Kansas CC) 

CC) 

Sherburne County Rural Telephone Company, dba as Connections, Etc. 
(Minnesota DOC) 
ACS of Alaska, dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska Regulatory Commission PAS) 
ACS of Anchorage, dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska Regulatory Commission PAS) 
ACS of Fairbanks, dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska Regulatory Commission PAS) 
ACS of the Northland, dba as Alaska Communications Systems (ACS), Rate 
Case (Alaska Regulatory Commission PAS) 
Verizon Delaware, Inc. UNE Rate Filing (Delaware PSC) 
Wheat State Telephone Company (Kansas CC) 
Golden Belt Telephone Association (Kansas CC) 
Shoreham Telephone Company, Inc. (Vermont BPU) 

Arizona Public Service Company (Arizona Corporation Commission) 

Appalachian Power Company and Wheeling Power Company both d/b/a 
American Electric Power (West Virginia PSC) 
Hawaiian Electric Company (Hawaii PUC) 
Consumers Energy Company (Michigan PSC) 
Cincinnati Gas & Electric Company (PUC of Ohio) 
Savannah Electric & Power Company (Georgia PSC) 
Georgia Power Company (Georgia PSC) 

Connecticut Light & Power Company (CT DPUC) 
Savannah Electric & Power Company (Georgia PSC) 
South Carolina Electric & Gas Company (South Carolina PSC) 
Connecticut Light & Power Company (CT DPUC) 

Rockland Electric Company (NJ BPU) 
ENSTAR Natural Gas Company and Alaska Pipeline Company (Regulatory 
Commission of Alaska) 

Interior Telephone Company, Inc. (Regulatory Commission of Alaska) 

South Central Telephone Company (Kansas CC) 

Tri-County Telephone Company (Kansas CC) 

Kan Okla Telephone Company (Kansas CC) 
Northland Telephone Company of Maine (Maine PUC) 
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Docket No. 2003-34 
Docket No. 2003-35 
Docket No. 2003-36 
Docket No. 2003-37 
Docket Nos. U-04-022, 

Case 05-1 16-U/06-055-U 
Case 04-137-U 
Case No. 7 1 09/7 160 
Case No. ER-2006-03 15 
Case No. ER-2006-03 14 
Docket No. U-05-043,44 

U-04-023 

A- 122250F5000 

E-01345A-05-08 16 
Docket No. 05-304 
05-806-EL-UNC 
U-06-45 
03-93-EL-ATA, 
06- 1068-EL-UNC 
PUE-2006-00065 
6-04204A-06-0463 et. a1 

Docket No. 2006-0386 
U-06- 134 

E-01 933A-07-0402 
G-0 155 1A-07-0504 
Docket NOSE-072300 
PUE-2008-00009 
PUE-2008-00046 
E-0 1345A-08-0172 
A-2008-2063737 

08-1783-G-42T 
08- 176 1-G-PC 

Docket No. 2008-0083 
Docket No. 2008-0266 

Docket No. 09-29 
Docket No. UE-090704 

G-04024A-08-057 1 

09-0878-G-42T 
2009-UA-00 14 
Docket No. 09-0319 
Docket No. 09-414 

Docket Nos. U-09-069, 

Docket Nos. U-04-023, 

R-2009-2132019 

U-09-070 

U-04-024 

W-01303A-09-0343 & 
SW-0 1303A-09-0343 
09-872-EL-FAC & 
09-873 -EL-FAC 

Sidney Telephone Company (Maine PUC) 
Maine Telephone Company (Maine PUC) 
China Telephone Company (Maine PUC) 
Standish Telephone Company (Maine PUC) 

Anchorage Water and Wastewater Utility (Regulatory Commission of Alaska) 
Entergy Arkansas, Inc. EFC (Arkansas Public Service Commission) 
Southwest Power Pool RTO (Arkansas Public Service Commission) 
Vermont Gas Systems (Department of Public Service) 
Empire District Electric Company (Missouri PSC) 
Kansas City Power & Light Company (Missouri PSC) 
Golden Heart UtilitiedCollege Park Utilities (Regulatory Commission of 
Alaska) 
Equitable Resources, Inc. and The Peoples Natural Gas Company, d/b/a 
Dominion Peoples (Pennsylvania PUC) 
Arizona Public Service Company (Arizona CC) 
Delmarva Power & Light Company (Delaware PSC) 
Cincinnati Gas & Electric Company (Ohio PUC) 
Anchorage Water Utility (Regulatory Commission of Alaska) 

Duke Energy Ohio (Ohio PUC) 
Appalachian Power Company (Virginia Corporation Commission) 
UNS Gas, Inc. (Arizona CC) 
Chugach Electric Association, Inc. (Regulatory Commission of Alaska) 
Hawaiian Electric Company, Inc (Hawaii PUC) 
Tucson Electric Power Company (Arizona CC) 
Southwest Gas Corporation (Arizona CC) 
Puget Sound Energy, Inc. (Washington UTC) 
Virginia-American Water Company (Virginia SCC) 
Appalachian Power Company (Virginia SCC) 
Arizona Public Service Company (Arizona CC) 
Babcock & Bra% Infiastructure Fund North America, LP. and The Peoples 
Natural Gas Company, d/b/a Dominion Peoples (Pennsylvania PUC) 
Hope Gas, Inc., dba Dominion Hope (West Virginia PSC) 
Hope Gas, Inc., dba Dominion Hope, Dominion Resources, Inc., and Peoples 
Hope Gas Companies (West Virginia PSC) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
Young Brothers, Limited (Hawaii PUC) 
UNS Gas, Inc. (Arizona CC) 
Tidewater Utilities, Inc. (Delaware PSC) 
Puget Sound Energy, Inc. (Washington UTC) 
Mountaineer Gas Company (West Virginia PSC) 
Mississippi Power Company (Mississippi PSC) 
Illinois-American Water Company (Illinois CC) 
Delmarva Power & Light Company (Delaware PSC) 
Aqua Pennsylvania, Inc. (Pennsylvania PUC) 

ENSTAR Natural Gas Company (Regulatory Commission of Alaska) 

Anchorage Water and Wastewater Utility - Remand (Regulatory Commission of 
Alaska) 

Arizona-American Water Company (Arizona CC) 

Financial Audits of the FAC of the Columbus Southern Power Company and 
the Ohio Power Company - Audit I (Ohio PUC) 
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2010-00036 
E-041 00A-09-0496 
E-0 1773A-09-0472 
R-20 10-2 166208, 
R-20 10-2 166210, 
R-20 10-2 1662 12, & 
R-2010-2166214 
PSC Docket No. 09-0602 

10-0713-E-PC 
Docket No. 3 1958 
Docket No. 10-0467 
PSC Docket No. 10-237 
u- 10-5 1 

10-0699-E-42T 

10-0920-W-42T 
A. 10-07-007 
A-20 10-22 10326 
09-1012-EL-FAC 

10-268-EL FAC et al. 

Docket No. 20 10-0080 
G-01551A-10-0458 
10-KCPE-4 15-RTS 
PUE-2011-00037 
R-20 1 1-2232243 
u-11-100 

A. 10- 12-005 
PSC Docket No. 11-207 
Cause No. 44022 

PSC Docket No. 10-247 

G-04204A-11-0158 
E-01345A-11-0224 
UE-111048 & UE- 11 1049 

Docket No. 11-0721 
1 1 AL-947E 
U-11-77 & U-11-78 

Docket No. 11-0767 
PSC Docket No. 1 1-3 97 
Cause No. 44075 
Docket No. 12-0001 
11-5730-EL-FAC 

PSC Docket No. 11-528 
11-281-EL-FAC et al. 

Kentucky-American Water Company (Kentucky PSC) 
Southwest Transmission Cooperative, IHnc. (Arizona CC) 
Arizona Electric Power Cooperative, Inc. (Arizona CC) 

Pennsylvania-American Water Company (Pennsylvania PUC) 
Central Illinois Light Company D/B/A AmerenCILCO; Central Illinois Public 
Service Company D/B/A AmerenCIPS; Illinois Power Company D/B/A 
AmerenIP (Illinois CC) 
Allegheny Power and FirstEnergy Cop. (West Virginia PSC) 
Georgia Power Company (Georgia PSC) 
Commonwealth Edison Company (Illinois CC) 
Delmarva Power & Light Company (Delaware PSC) 
Cook Inlet Natural Gas Storage Alaska, LLC (Regulatory Commission of 
Alaska) 
Appalachian Power Company and Wheeling Power Company (West Virginia 
PSC) 
West Virginia-American Water Company (West Virginia PSC) 
California-American Water Company (California PUC) 
TWP Acquisition (Pennsylvania PUC) 
Financial, Management, and Performance Audit of the FAC for Dayton Power 
and Light -Audit 1 (Ohio PUC) 
Financial Audit of the FAC of the Columbus Southern Power Company and the 
Ohio Power Company -Audit I1 (Ohio PUC) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
Southwest Gas Corporation (Arizona CC) 
Kansas City Power & Light Company - Remand (Kansas CC) 
Virginia Appalachian Power Company (Commonwealth of Virginia SCC) 
Pennsylvania-American Water (Pennsylvania PUC) 
Power Purchase Agreement between Chugach Association, Inc. and Fire Island 
Wind, LLC (Regulatory Commission of Alaska) 
San Diego Gas & Electric Company (California PUC) 
Artesian Water Company, Inc. (Delaware PSC) 
Indiana-American Water Company, Inc. (Indiana Utility Regulatory 
Commission) 
Management Audit of Tidewater Utilities, Inc. Affiliate Transactions (Delaware 
Public Service Commission) 
UNS Gas, Inc. (Arizona Corporation Commission) 
Arizona Public Service Company (Arizona CC) 
Puget Sound Energy, Inc. (Washington Utilities and Transportation 
Commission) 
Commonwealth Edison Company (Illinois CC) 
Public Service Company of Colorado (Colorado PSC) 
Golden Heart Utilities, Inc. and College Utilities Corporation (The Regulatory 
Commission of Alaska) 
Illinois-American Water Company (Illinois CC) 
Tidewater Utilities, Inc. (Delaware PSC) 
Indiana Michigan Power Company (Indiana Utility Regulatory Commission) 
Ameren Illinois Company (Illinois CC) 
Financial, Management, and Performance Audit of the FAC for Dayton Power 
and Light - Audit 2 (Ohio PUC) 
Delmarva Power & Light Company (Delaware PSC) 
Financial Audit of the FAC of the Columbus Southern Power Company and the 
Ohio Power Company -Audit IT1 (Ohio PUC) 
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U-14-001 
U-14-002 
PUE-20 14-00026 
14-0 117-EL-FAC 

14-0702-E-42T 

Formal Case No. 1 1 19 

R-20 14-2428742 
R-20 14-2428743 
R-20 14-2428744 
R-2014-2428745 
Cause No. 43 11CIGCC- 
12/13 
14-1 152-E-42T 

WS-01303A-14-0010 
2014-000396 
15-03-45” 

A.14-11-003 
U- 14- 1 11 
20 15-UN-049 
15-0003-G-42T 

Cause No. 43 1 14-IGCC- 
4s 1 Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Docket No. 12-0293 Ameren Illinois Company (Illinois CC) 
Docket No. 12-0321 Commonwealth Edison Company (Illinois CC) 
12-02019 & 12-04005 Southwest Gas Corporation (Public Utilities Commission of Nevada) 
Docket No. 2012-218-E South Carolina Electric & Gas (South Carolina PSC) 
Docket No. E-72, Sub 479 Dominion North Carolia Power (North Carolina Utilities Commission) 
12-0511 & 12-0512 North Shore Gas Company and The Peoples Gas Light and Coke Company 

(Illinois CC) 
E-01933A- 12-029 1 Tucson Electric Power Company (Arizona CC) 
Case No. 93 11 Potomac Electric Power Company (Maryland PSC) 
Cause No. 43 114-IGCC-10 Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Docket No. 36498 Georgia Power Company (Georgia PSC) 
Case No. 93 16 Columbia Gas of Maryland, Inc. (Maryland PSC) 
Docket No. 13-0192 Ameren Illinois Company (Illinois CC) 
12-1 649-W-42T West Virginia-American Water Company (West Virginia PSC) 
E-04204A-12-0504 UNS Electric, Inc. (Arizona CC) 
PUE-2013-00020 Virginia and Electric Power Company (Virginia SCC) 
R-20 1 3 -2 3 5 5276 Pennsylvania-American Water Company (Pennsylvania PUC) 
Formal Case No. 1103 Potomac Electric Power Company (District of Columbia PSC) 
U- 13-007 Chugach Electric Association, Inc. (The Regulatory Commission of Alaska) 
12-2881-EL-FAC Financial, Management, and Performance Audit of the FAC for Dayton Power 

and Light - Audit 3 (Ohio PUC) 
Docket No. 36989 Georgia Power Company (Georgia PSC) 
Cause No. 43 114-IGCC-11 Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Uh4 1633 Investigation into Treatment of Pension Costs in Utility Rates (Oregon PUC) 
13-1892-EL FAC Financial Audit of the FAC and AER of the Ohio Power Company -Audit I 

(Ohio PUC) 
14-255-EL RDR Regulatory Compliance Audit of the 20 13 DIR of Ohio Power Company (Ohio 

Chugach Electric Association, Inc. (The Regulatory Commission of Alaska) 
Alaska Power Company (The Regulatory Commission of Alaska) 
Virginia Appalachian Power Company (Commonwealth of Virginia SCC) 
Financial, Management, and Performance Audit of the FAC and Purchased 
Power Rider for Dayton Power and Light -Audit 1 (Ohio PUC) 
Monongahela Power Company and The Potomac Edison Company (West 
Virginia PSC) 
Merger of Exelon Corporation, Pepco Holdings, Inc., Potomac Electric Power 
Company, Exelon Energy Delivery Company, LLC, and New Special Purpose 
Entity, LLC (District of Columbia PSC) 
West Penn Power Company (Pennsylvania PUC) 
Pennsylvania Electric Company (Pennsylvania PUC) 
Pennsylvania Power Company (Pennsylvania PUC) 
Metropolitan Edison Company (Pennsylvania PUC) 

Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Appalachian Power Company and Wheeling Power Company (West Virginia 
PSC) 
EPCOR Water Arizona, Inc. (Arizona CC) 
Kentucky Power Company (Kentucky PSC) 
Iberdrola, S.A. Et Al, and UIL Holdings Corporation merger (Connecticut 

San Diego Gas & Electric Company (California PUC) 
ENSTAR Natural Gas Company (Regulatory Commission of Alaska) 
Atmos Energy Corporation (Mississippi PSC) 
Mountaineer Gas Company (West Virginia PSC) 

PUC) 

P W )  
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PUE-2015-00027 
Docket No. 2015-0022 

15-0676-W42T 
l5-07-3SAA 

15-26”^ 

15-042-EL-FAC 

20 15-UN-0080 

Virginia Electric and Power Company (Commonwealth of Virginia SCC) 
Hawaiian Electric Company, Inc., Hawaii Electric Light Company, Inc., Maui 
Electric Company Limited, and NextEra Energy, Inc. (Hawaii PUC) 
West Virginia-American Water Company (West Virginia PSC) 
Iberdrola, S.A. Et Al, and UIL Holdings Corporation merger (Connecticut 

Iberdrola, S.A. Et Al, and UIL Holdings Corporation merger (Massachusetts 
DPU) 
Managemenflerformance and Financial Audit of the FAC and Purchased 
Power Rider for Dayton Power and Light (Ohio PUC) 
Mississippi Power Company (Mississippi PSC 

PURA) 

* Testimony filed, examination not completed 
** Issues stipulated 
*** Company withdrew case 
A Testimony filed, case withdrawn after proposed decision issued 

Issues stipulated before testimony was filed AA 
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Exewtive Director 

Re: Staffs Responses to Willow Valley Water Co., Inc.’s First Set af Data Requests to Staff 
Docket No. W-O1732A-15-013 1 

Dear Mr. Sabo: 

Enclosed is Stafrs Responses to Willow Valley Water Co., Inc.’s First Set of Data 
Requests to Staff. 

Attorney, Legal Division 
(602) 542-3402 

RRM:mam 
Enclosure 

cc: Darroii Carlson (Via EmaiI Only) 
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STAFF'S RESPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-15-0131 AND W-01303A-154131 

Willow 1 .I Please provide all work papers associated with Staff's testimony. 

RESPONSE: Sending under separate cover. 

RESPONDENT: Darron Carlson 



/ 1 .  .., 

The Going Concern Principle 

The going concern principle is the assumption that an entity will remain in business for the foreseeable 

future. Conversely, this means the entity will not be forced t o  halt Operations and liquidate its assets 

in the near term at what may be very low fire-safe prices. By making this assumption, the accountant 

is justified in deferring the recognition of certain expenses until a later period, when the entity will 

presumably stilt be in business and using its assets in t h e  most effective manner possible. 

An entity is assumed to  be a going cancern in the absence of significant information to  the contrary. 

An example of such contrary information is an entity's inability to meet its obligations as they come 

due without substantial asset sales or debt restructurings. I f  such were not the case, an entity would 

essentially be acquiring assets with the intention of closing its operations and reselling the assets to 

another party. 

If the accountant believes that an entity may no longer be a going concern, then this brings up the 

issue of whether its assets are impaired, which may call for the write-down of their carrying amount to  

their liquidation value. Thus, the value of an entity that is assumed to be a going concern is higher 

than its breakup value, since a going concern can potentially continue to earn profits. 

The going concern concept is not clearly defined anywhere in generally accepted accounting principles, 

and so is subject to a considerable amount of Interpretation regarding when an entity should report it. 

However, generally accepted auditing standards (GAAS) do instruct an auditor regarding the 

consideration of an entity's ability to continue as a going concern. 

The auditor evaluates an entity's ability to continue as a going concern for a period not greater than 

one year following the date of the financial statements being audited. The auditor considers (among 

other issues) the following items in deciding if there is a substantial doubt about an entity's ability to 

continue as a going concern: 

Negative trends in operating results, such as a series of losses 
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Loan defaults by the company 

Denial of trade credit to the company by its suppliers 

Uneconomical long-term commitments to which the company is subjected 

Legal proceedings against the company 

If there is an issue, the audit firm must qualify its the audit report with a statement about the 

problem . 

It is possible for a company to mitigate an auditor's view of its going concern status by having a third 

party guarantee the debts of the business or agree to provide additionaf funds as needed. By doing so, 

the auditor is reasonably assured that the business will remain functional during the one-year period 

stipulated by GAAS. 

Similar Terms 

The going concern principle is also known as the going concern concept. 
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1. Staff should evaIuate whether to support the transfer or just recommend against the 
acquisition premium and set forth some conditions. It is not in the public interest to reward 
companies with significant. rate increase and a SIB only to have them do notlxing to improve 
their operations. 

a. Global’s lack of action to hurther the public interest may be further compounded by 
yet unknown conditions that might be disclosed in a review of Epcor’s due drIrgence 
workpapers and the review of the board minutes of both companies. (See 8 & 9 
below). 

b. Global’s compliance f h g  of May 29,2015 in 12-0309 et a1 indicates that very little 
has been done to reduce water loss in this and otha spems. 

c. Refusal to provide due ddgence workpapers prevents Staff from verifying that any 
significant due diligence was performed. 

d. Refusal to provide due dhgence workpapers prevents Saff froin evaluating any 
known detriments or benefits to ratepayers, as would be discussed in due diligence 
workpapers. 

e. A recommendation against approving the transfer should be accompanied by Staff 
concerns about the filing and iteins to be considered in thc eveat that the ACC does 
approve the transfer. 

2. Prior rate case 12-0309 et al, Decision No. 74364, Willow Valley was awarded a rate increase 
of $404,269, or 57.53%, a SIB, and a rate design heady weighted with amounts from the 
monthly mininums. 

a. None of this has resulted in any improvements such as SIB related OK any other 
repairs. Xt appears that the rate increase has benefitted the company only. 

b. Global had argued that SIB was necessary and would result in reductions to water 
loss but has fded to effect any repairs. 

c. Any changes to the existing SIB as part of this case would represent changes to a 
previously approved SIB outside of a rate case. 

3. The transfer of assets will result itl a rate base supported by a capital structure / COE that 
would res& in savings for the ratepayers. Epcor is not witling to sbare benefits with 
ratepayers. This would save ratepayers appx $40K per year. In response to GWB 1.3, 
EWAZ touts rate stabiIity as a benefit to ratepayers from the sale. ‘‘Rate Stability: EWAZ is 
not seeking, as paxt of this Application, to change any of the rates previously approved by 
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the Commission. This wiU limit customer confusion or concern regarding the new 
ownership structure in Willow Valley.” 

4. Willow Valley is not a small troubled company, since its parent is well capitalized and has 
access to rhe h a n d  markets. 

5. GWB 1.10 is unresponsive. Operational concerns should be answered more fully with 
current information from Global instead of just sending in testimony from 2012 case. If 
Global does not want to answer, it’s another reason to recommend denial. 

6. Companies seek a 10% acquisition premium based on an overstated rate base. Slight 
discrepancy in response to GWB 1.3. Text of 1.3 states rate bases at $2,268,031 while 
supporting schedule shows rate base of $2,273,846, a difference of $5,815. More important 
concern is that die rate base schedules submitted in response to GMR 1.G shows current rate 
base of $1,964,397. Significant different due to the exclusion of ADIT from the rate base 
used in the rate base used by the Companies in determining the sale price of $2,494,834, 
meaning that the acquisition premium is more correctly stated at $530,537 or 27 percent. 
The ADIT liability represents a reduction to rate base for taxes funded by rates but not yet 
reinitted to the taxing entities. Failure to recognize the ADIT liability deprives ratepayers of 
the benefits for taxes already paid and funded through rates but not remitted by Global. Per 
response to GWB 1.6, the ADIT as of December 31,2014 is $260,224 which is an ADIT 
Lb;litv of $293,862 net of mi ADlT rcccivable of $33,638. ‘fie Seller’s rate base schedule 
3.2 also includes $19,767 for ‘‘Utility Plant Acquisition Adjustment” (not previously 
approved? And its inclusion in the current calculation effectively does approved it) and fails 
to include Customer Meter Deposits of $31,898. The buyer will be responsible to refund 
Customer Meter Deposits as needed and it is unclear why these amounts should be excluded 
from the calculation. If meter deposits are not intended to transfer for purposes of 
calculating the sales price, the value of die meter deposits should be imputcd for ratemaking 
purposcs and for purposes of calculating the acquisition premium. Failure to recognize 
meter deposits also deprives ratepayers of the reduction to the price and in a rate case, fails 
to recognize the non-investor supplied capital. 

7. GWB 1.1 1 Companies state that there are no employees directly employed by Willow and 
are employees of Global Water. Question is unresponsive in terms of other indirect 
employment and related costs and if the transfer will harm or help ratepayers. 

8. Due Dhence  workpapers - EWAZ objected to providing these. Staff is therefore unable 
to verify that any due dhgence has been perfomed or to evaluate the scope of the review. 
Staff is further unable to determine whether any potential benefits or detdment to ratepayers 
are expected or anticipated. 

9. Board of Directors minutes and presentations - Companies object to providing these. Staff 
is unable to confirm the support of either company’s board. Staff is further unable to 
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detennjne whether any potential benefits or detriment to ratepayers are expected or 
anticipated. 
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Department of the Trlk%l@?A-15-0131 
Washington, DC 20224 

Third Party Communication: None 
Date of Communication: Not Applicable 

Person To Contact: 
, ID No. 

Telephone Number: 

Refer Reply To: 
CC:PSI:B06 
PLR-14324 P -1 4 
Date: 
July 06, 2015 

LEGEND: 

- Taxpayer - 

I State A - 
State B - 
Commission A - 
Commission B - 
Commission C - 
Operator - 
Year A - 
Case A - 
Case B - 
Case C - 
Date X - 
Director - 

- 
- 
- 
I 

- 
- 
- 
- 
- 
- 
- 

Dear 

This letter responds to Parent’s request, made on behalf of Taxpayer, dated 
January 9, 2015, for a ruling on the application of the normalization rules to certain 
regulatory procedures applied in State as described below. 

The representations set out in your letter follow. 



PLR-14324 1-1 4 2 

Attachment RC S-2 
Docket Nos. W-01732A-15-013 1 & 

Page 1 1  of 24 
W-0 1303A-15-013 1 

Taxpayer, a wholly-owned subsidiary of Parent, is primarily engaged in the 
business of generating, transmitting, distributing, and selling electric power to customers 
in State A and State 8. It is subject to regulation by Commission A, Commission 8, and 
Commission C with respect to terms and conditions of services, including the rates it 
may charge for its services. All three Commissions establish Taxpayer’s rates based on 
Taxpayer’s costs, including a provision for a return on the capital employed by Taxpayer 
in its regulated business. 

The law of State A provides a process under which a utility may recover its costs 
relating to projects such as new electric generation facilities as a stand-alone rate 
adjustment added to customers’ base rates. As relevant to this ruling request, the 
process for setting the rates involves two components. First, a taxpayer files estimated 
projections of all factors, including Accumulated Deferred Federal Income Taxes 
(ADFIT), relevant to the costs associated with the facility that is the subject of the rate 
adjustment. Rate base for this purpose is calculated using an average of the thirteen 
projected end of month balances of the components of rate base. The rate adjustment 
computed using these projections goes into effect at the beginning of the test period. 
The test period is a twelve month period. The anticipated collections from rate payers, 
the actual cost incurred with respect to the generating facility and any differences 
between anticipated amounts and actual amounts are reconciled by a “true-up” 
mechanism at the end of the test year. Under this mechanism, the reconciliation 
amount is either charged to ratepayers (if actual revenues are below estimates) or 
credited to ratepayers (if actual revenues exceed estimates) as part of the rates 
estabiished for the forthcoming rate year. For both under and over collections, a 
carrying charge is imposed. 

Taxpayer owns and operates electric transmission lines in several states, 
including State A and State B. These lines ars integrated into Operator, a regional 
transmission operator. The rates that Taxpayer may charge its customers for these 
transmission services are set using a formula approved by Commission C. The formula 
rates are calculated using a methodology similar to that used to calculate the rate 
adjustments, inasmuch as the formula rates are calculated using projected costs to 
establish rates during the period for which rates are being set and a true-up based on 
over or under recoveries that are reflected in a subsequent rate year. The rates are 
determined by application of the formula approved by Commission C and go into effect 
with no additional action by Commission C. 

Taxpayer claims accelerated depreciation on its tax returns to the extent 
permitted by the Internal Revenue Code. Taxpayer normalizes the federal income 
taxes deferred as a result of its use of accelerated depreciation and thus maintains an 
ADFIT balance on its regulatory books. In raternaking proceedings before 
Commission A to authorize rate adjustments as well as in calculation of the formula 
rates, rate base is reduced by the calculated ADFIT balance. In calculating its ADFIT 
balance for purposes of both the projection and true-up elements of the rate adjustment 
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calculations, Taxpayer followed the same averaging conventions it used for the other 
components of rate base. However, for prior formula rate filings, Taxpayer had 
calculated its ADFIT balance by an average of the beginning and ending balances 
notwithstanding that it used a 13-month average for computation of the plant portion of 
rate base. In those prior cases, the averages are calculated in accordance with the 
provisions of the Commission-approved template and the differences in averaging 
conventions are required by the regulations adopted by Commission C. 

Section 1.167(1)-1 (h)(6) of the Income Tax Regulations requires that a proration 
methodology be used by Taxpayer to calculate its applicable ADFIT balance for future 
test periods. Prior to Year A, Taxpayer had not used the proration methodology either 
in estimating its projected ADFIT balance or for the calculation of ADFIT for purposes of 
the true-up. Members of Taxpayer’s tax department became concerned about the 
normalization implications of not using the proration formula during Year A. In filing 
Case A, Case 8, and Case C, Taxpayer incorporated the proration methodology into the 
calculation of its projected ADFIT balance. In addition, Taxpayer incorporated the 
proration methodology into the calculation of the true-up in Case B. The staff of 
Commission A did not agree that the test period used for the rate adjustment 
ratemaking was a future test period and therefore asserted that the proration 
methodology was not required. In each of these cases, Commission A approved the 
use of the proration methodology in the projected ADFIT balance but denied its use in 
the true-up. When Cornmission A approved the use of the proration methodology for 
the projected ADFIT bafance, it revised a portion of the Taxpayer’s cash working capital 
allowance to reflect the adoption of the proration methodology. The adjusted portion 
was intended to compensate Taxpayer for the lag in time between when expenditures 
are made for services by Taxpayer and when collections for those services are received 
by Taxpayer. Commission A concluded that the item in the cash working capital 
allowance was dupkative of the effect of the proration methodology and was thus 
unnecessary. Due to the uncertainty surrounding the application of the proration 
methodology and the adjustment to cash working capital, Commission A directed 
Taxpayer to seek this ruling from the Internal Revenue Service. 

Both Commission A and Cornmission C at all times have required that all public 
utilities under their respective jurisdictions use normalized methods of accounting. 

Taxpayer requests that we rule as follows: 

I. 

2. 

The proration methodology requirement does not apply to stand-alone rate 
adjustment ratemaking and to the Commission C formula rates even if they 
involve future test periods. 
The estimated projection component of both the stand-alone rate adjustment 
ratemaking and the formula rate does not employ a future test period within the 
meaning of 3 l.-l67(l)-l(h)(6){ii) and therefore Taxpayer is not required to use the 
proration methodology in order to comply with the normalization rules. 
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3. The true-up component of both the stand-alone rate adjustment ratemaking and 
the formula rate does not employ a future test period within the meaning of § 
1.167(1)-1 (h)(6)(ii) and therefore Taxpayer is not required to use the proration 
methodology in order to comply with the norrnalization rules. 

4. In Taxpayer's stand-alone rate adjustment proceedings, an adjustment to 
eliminate from the Taxpayer's cash working capital alfowance any provision for 
accelerated depreciation-related ADFIT if the proration methodology is employed 
does not conflict with the normalization rules. 

5. In order to comply with the consistency requirement of the normalization rules, it 
is not necessary that the Taxpayer use the same averaging convention it uses in 
computing the other elements of rate base in computing its ADFIT balance for 
purposes of the formula rates. 

6. If the Service rules adversely with respect to Rulings I, 2, or 3, above, any failure 
by Taxpayer to employ the proration methodology prior to the proceedings in 
Cases A, B, or C or the effective date approved by Commission C for the 
requested modification of the formula rates was not: a violation of the 
normaliqation rules requiring sanctions for such violation. 

7. In the event that the Service rules adversely with respect to Ruling 5, above, 
Taxpayer's failure to comply with the consistency requirement in connection with 
its formula rates prior to the effective date approved by Commission C for the 
requested modification of the formula rates was not a violation of the 
normalization rules. 

Law and Analvsis 

Issues 1 and 2 

Former section 167(1) of the C O L ~  generzily provided that public utilities 
were entitled to use accelerated methods for depreciation if they used a "normalization 
method of accounting." A normalization method of accounting was defined in former 
section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 
Section 1.167(1)-1 (@(I) of the Income Tax Regulations provides that the normalization 
requirements for public utility property pertain only to the deferral of federal income tax 
liability resuiting from the use of an accelerated method of depreciation for computing 
the allowance for depreciation under section I67 and the use of straight-line 
depreciation for computing tax expznse and depreciation expense for purposes of 
establishing cost of services and for reflecting operating results in regulated books of 
account. These regulations do not pertain to other book-tax timing differences with 
respect to state income taxes, F.I.C.A. taxes, construction costs, or any other taxes and 
items. 

Section 168(f)(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
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meaning of section 168(i)(IO)) if the taxpayer does not use a normalization method of 
accounting . 

In order to use a normalization method of accounting, section 168(i)(9)(A) 
requires that a taxpayer, in computing its tax expense for establishing its cost of service 
for ratemaking purposes of establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of 
depreciation with respect to public utility property that is the same as, and a 
depreciation period for such property that is not shorter than, the method and period 
used to compute its depreciation expense for such purposes. Under section 
168(1)(9)(A)(ii), if the amount allowable as a deduction under section 168 differs from the 
amount that-would be allowable as a deduction under section 167 using the method, 
period, first and last year convention, and salvage vaiue used to compute regufated tax 
expense under section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve 
to reflect the deferral of taxes resulting from such difference. 

Section I. 167(1)-1 (h)(6) sets forth additional normalization requirements with 
respect to public utility property. Under § 1 .A67(1}-1 (h)(B)(i), a taxpayer does not use a 
normafization method of accounting if, for ratemaking purposes, the amount of the 
reserve for deferred taxes excluded from the rate base, or treated as cost-free capital, 
exceeds the amount of the reserve for the period used in determining the taxpayer's 
ratemaking tax expense. Section .167(1)-1 (h)(6)(ii) also provides t he  procedure for 
determining the amount of the reserve for deferred taxes to be excluded from rate base 
or to be included as no-cost capital. If, in determining depreciation for ratemaking tax 
expense, a period (the "test period") is used which is part historical and part future, then 
the amount of the reserve account for this period is the amount of the reserve at the end 
of the historical portion of the period and a pro rata amount of any projected increase to 
be credited to the account during the future portion of the period. The pro rata amount 
of any increase during the future portion of the period is determined by multiplying the 
increase by a fraction, the numerator of which is the number of days remaining in the 
period at the time the increase is to accrue, and the denominator of which is the total 
number of days in the future portion of the period. 

Section 1.167(1)-1(h)(6)(i) makes it clear that the reserve excluded from rate base 
must be determined by reference to the  same period as is used in determining 
ratemaking tax expense. A taxpayer may use either historical data or projected data in 
calculating these two amounts, but it must be consistent. As explained in section 
I, 167(1)-1 (a)(?), the rules provided in section 1.167(1)-1 (h)(6)(i) are to insure that the 
same time period is used to determine the deferred tax reserve amount resulting from 
the use of an accelerated method of depreciation for cost of service purposes and the 
reserve amount that may be excluded from the rate base or included in no-cost capital 
in determining such cost of services. 

If a taxpayer chooses to compute its ratemaking tax expense and rate base 
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exclusion amount using projected data then it must use the formula provided in section 
1 .I 67(1)-1 (h)(6)(ii) to calculate the amount of deferred taxes subject to exclusion from 
the rate base. This formula prorates the projected accruals to the reserve so as to 
account for the actual time these amounts are expected to be in the reserve. As 
explained in 5 1.167(1)-1 (a)(l), the formula in section 1.167(I)-l(h)(6)(ii) provides a 
method to determine the period of time during which the taxpayer will be treated as 
having received amounts credited or charged to the reserve account so that the 
disalfowance of earnings with respect to such amounts through rate base exclusion or 
treatment as no-cost capital will take into account the factor of time for which such 
amounts are held by the taxpayer. 

The purpose of the proration formula is to prevent the immediate flow-through of 
the benefits of accelerated depreciation to ratepayers. The proration formula stops flow- 
through by limiting the deferred tax reserve accruals that may be excluded from rate 
base, and thus the earnings on rate base that may be disallowed, according to the 
length of time these accruals are actually in the reserve account. 

The effectiveness of 5 'l.l67(I)-j(h}(6)(ii) in resolving the timing issue has been 
questioned by its failure to define some key terms. Nowhere does this provision state 
what is meant by the terms "historical" end "future" in relation to the period for 
determining depreciation for ratemaking tax expense (the "test period"). One 
interpretation focuses on the type or quality of the data used in the ratemaking process. 
According to this interpretation, the historical period is that portion of the test period for 
which actual data is used, while the portion of the period for which data is estimated is 
the future period. The second interpretation focuses on when the utility rates become 
effective. Under this interpretation, the historical period is that portion of the test period 
before rates go into effect, while the portion of the test period after the effective date of 
the rate order is the future period. 

The first interpretation, which focuses on the quality of the ratemaking data, is an 
attractive one. It proposes a simple rule, easy to follow and to enforce: any portion of 
the reserve for deferred taxes based on estimated data must be prorated in determining 
the amount to be deducted from rate base. The actual passage of time between the 
date ratemaking data is submitted and the date rates become effective is of no 
importance. But this interpretation of the regulations achieves simplicity at the expense 
of precision; in other words, it is overbroad. The proration of all estimated deferred tax 
data does serve to magnify the benefits of accelerated depreciation to the utility, but this 
is not the purpose of normalization. Congress was explicit: normalization "in no way 
diminishes whatever power the [utility regulatory] agency may have to require that the 
deferred taxes reserve be excluded from the base upon which the utility's permitted rate 
of return is calculated." H.R. Rep. No. 413, 91st Cong., 1st Sess. 133 (1969). 

regulations is consistent with the purpose of normalization, which is to preserve for 
In contrast, the second interpretation of section I. 167(1)-1 (h)(6)(ii) of the  
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regulated utilities the benefits of accelerated depreciation as a source of cost-free 
capital. The availability of this capital is ensured by prohibiting flow-through. But 
whether or not flow-through can even be accomplished by means of rate base 
exclusions depends primarily on whether, at the time rates become effective, the 
amounts originally projected to accrue to the deferred tax reserve have actually 
accrued. 

If rates go into effect before the end of the test period, and the rate base 
reduction is not prorated, the utility commission is denying a current return for 
accelerated depreciation benefits the utility is only projected to have. This procedure is 
a form of flow-through, for current rates are reduced to reflect the capital cost savings of 
accelerated depreciation deductions not yet claimed or accrued by the utility. Yet 
projected data is often necessary in determining rates, since historical data by itself is 
rarely an accurate indication of future utility operating results. Thus, the regulations 
provide that as long as the portion of the deferred tax reserve based on projected 
(future estimated) data is prorated according to the formula in section I .167(1)-1 (h)(6)(ii), 
a regulator may deduct this reserve from rate base in determining a utility's allowable 
return. In other words, a utility regulator using projected data in computing ratemaking 
tax expense and rate base exclusion must account for the passage of time if it is to 
avoid flow-through. 

But if rates go into effect after the end of the test period, the opportunity to flow 
through the benefits of future accelerated depreciation to current ratepayers is gone, 
and so too is the need to apply the proration formula. In this situation, the only question 
that is important for the purpose of rate base exclusion is the amount in the deferred tax 
reserve, whether actual or estimated. Once the future period, the period over which 
accruals to the reserve were projected, is no longer future, the question of when the 
amounts in the reserve accrued is no longer relevant (at the time the new rate order 
takes effect, t h e  projected increases have accrued, and the amounts to be excluded 
from rate base are no longer projected but historical, even though based on estimates). 

There are two kinds of ratemaking at issue here, with identical components. For 
both the stand-alone rate adjustment and the formula rates, Taxpayer estimates the 
various components of rate base. Rates go into effect as of the beginning of the service 
year,' As such, the rates are in effect during the  test year and the proration formula 
must be used. The addition of the true up increases the ultimate accuracy of the rates 
but does not convert a future test period into a historical test period as those terms are 
used in the normalization regulations. Therefore, Taxpayer is required to apply the 
proration formula in calculating accumulated deferred income taxes for purposes of 
calculating rate base. 

Issue 3 

We note that, because Taxpayer is using estimated data for the test period, the test period at issue here 1 

constitutes a "future test period" under the first interpretation discussed above as well. 
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As discussed above, where a taxpayer computes its ratemaking tax expense and 
rate base exclusion amount using projected data then must use the proration formula 
provided in section I .q67(l)-l(h)(6)(ii) to calculate the amount of deferred taxes subject 
to exclusion from the rate base. This formula prorates the projected accruals to the 
reserve so as to account for the actual time these amounts are expected to be in the 
reserve. As explained in § 1.167(1)-I (a)(l), the formula in section 1.267(1)-1 (h)(6)(ii) 
provides a method to determine the period of time during which the taxpayer will be 
treated as having received amounts credited or charged to the reserve account so that 
the disallowance of earnings with respect to such amounts through rate base exclusion 
or treatment as no-cost capital will take into account the factor of time for which such 
amounts are heid by the taxpayer. 

The purpose of the proration formula is to prevent the immediate flow-through of 
the benefits of accelerated depreciation to ratepayers. The proration formula stops flow- 
through by limiting the deferred tax reserve accruals that may be excluded from rate 
base, and thus the earnings on rate base that may be disallowed, according to the 
length of time these accruals are actually in the reserve account. 

In contrast to the projections discussed above, the true-up component is 
determined by reference to a purely historical period and there is no need to use the 
proration formula to calculate the differences between Taxpayer's projected ADFlT 
balance and the actual ADFIT balance during the period. In calculating the true-up, 
proration applies to the original projection amount but the actual amount added to the 
ADFIT over the test year is not modified by application of the proration formula, 

Issue 4 

In Taxpayer's stand-alone rate adjustment proceedings, Commission A adjusted 
the already-approved cash working capital allowance specifically to mitigate the effect of 
the use of the proration methodology, finding the effects duplicative. In general, 
taxpayers may not adopt any accounting treatment that directly or indirectly circumvents 
the normalization rules. See crenerallv, 3 I .46-6(b)(2)(ii) (In determining whether, or to 
what extent, the  investment tax credit has been used to reduce cost of service, 
reference shall be made to any accounting treatment that affects cost of service); Rev. 
Proc 88-12, 1988-1 C.B. 637, 638 (It is a violation of the normalization rules for 
taxpayers to adopt any accounting treatment that, directly or indirectly flows excess tax 
reserves to ratepayers prior to the time that the amounts in the vintage accounts 
reverse). Here, Commission A adjusted the cash working capital allowance specifically 
to mitigate the effect of the application of the proration methodology. This is 
inconsistent with the normalization rules. We do not hold that the normalization rules 
require a similar type of cash working capital adjustment in all cases; we hold only that, 
where, as here, it is adjusted or removed in an attempt to mitigate the effects of the 
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application of the proration methodology or similar normalization rule, that adjustment or 
removal is not permitted under the normalization rules. 

Issue 5 

Former section 167(1) of the Code generally provided that public utilities were 
entitled to use accelerated methods for depreciation if they used a "normalization 
method of accounting." A normalization method of accounting was defined in former 
section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 
Section I. 167(1)-l(a)(l) of the Income Tax Regulations provides that the normalization 
requirements for public utiiity property pertain only to the deferral of federal income tax 
liability resulting from the use of an accelerated method of depreciation for computing 
the allowance for depreciation under section 167 and the use of straight-line 
depreciation for computing tax expense and depreciation expense for purposes of 
establishing cost of services and for reflecting operating results in regulated books of 
account. These regulations do not pertain to other book-tax timing differences with 
respect to state income taxes, F.I.C.A. taxes, construction costs, or any other taxes and 
items. 

Section 168(9(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
meaning of section 168(i)(?O)) if the taxpayer does not use a normalization method of 
accounting. 

In order to use a normalization method of accounting, section 168(i)(9)(A) 
requires that a taxpayer, in computing its tax expense for establishing its cost of service 
for ratemaking purposes of establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of 
depreciation with respect to public utility property that is the same as, and a 
depreciation period for such property that is not shorter than, the method and period 
used to compute its depreciation expense for such purposes. Under section 
168(i>(S)(A)(ii>, if the amount allowable as a deduction under section 168 differs from the 
amount that-would be allowable as a deduction under section 167 using the method, 
period, first and last year convention, and salvage value used to compute regulated tax 
expense under section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve 
to reflect the deferral of taxes resulting from such difference. 

Section 168(i)(9)(B)(i) of the Code provides that one way the requirements of 
section 168(i)(9)(A) will not be satisfied is if the taxpayer, for ratemaking purposes, uses 
a procedure or adjustment which is inconsistent with such requirements. Under section 
168(i)(9)(B)(ii), such inconsistent procedures and adjustments include the use of an 
estimate or projection of the taxpayer's tax expense, depreciation expense, or reserve 
for deferred taxes under section 168(i)(9)(A)(ii), unless such estimate or projection is 
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also used, for ratemaking purposes, with respect to all three of these items and with 
respect to the rate base. 

In order to satisfy the requirements of §168(i)(Q)(B), there must be consistency in 
the treatment of costs for rate base, regufated depreciation expense, tax expense, and 
deferred tax revenue purposes. Here, rate base, depreciation expense, and 
accumulated deferred income taxes are all calculated in consistent fashion - all are 
averaged over the same period. While there are minor differences in the convention 
used to average all elements of rate base including depreciation expense on the one 
hand, and ADFIT on the other, for purposes of §168(i)(9)(B), it is sufficient that both are 
determined by averaging and both are determined over the same period of time. Thus, 
the calculation of average rate base and accumulated deferred income taxes as 
described above complies with the consistency requirement of 51 68(i)(9)(B). 

Because of the conclusion reached above, Taxpayer’s seventh issue is moot and 
will not be considered further. 

Issue 6 

Because the Service has ruled in Issue I and 2 that Taxpayer was required to 
use the proration formula applicable to future test periods for the projected revenue 
requirement, prospectively adhering to the Service’s interpretation of 5 1 .-l67(l)- 
I(h)(6)(ii) require adjustments to conform to this ruling. Any rates that have been 
calculated using procedures inconsistent with this ruling (”nonconforming rates”) which 
are or which have been in effect and which, under applicable state or federal regulatory 
law, can be adjusted or corrected to conform to the requirements of this ruling, must be 
so adjusted or corrected. Where nonconforming rates cannot be adjusted or corrected 
to conform to the requirements of this ruling due to the trperatioi-i of state or federal 
regulatory law, then such correction must be made in the next regulatory filing or 
proceeding in which Taxpayer’s rates are considered. Specifically, the current timing of 
Taxpayer’s stand-alone rate adjustment filings with Commission A will accommodate all 
adjustments or corrections to any prior estimated projections or true-ups necessary to 
conform to the requirements of this ruling in rates having an effective date no later Date 
X, inciuding Case A, Case B, and Case C. In addition, Taxpayer has aiready sought an 
order from Commission C to make the necessary changes to the rate templates, not 
simply unilaterally adjusting the calculations (or the manner in which the templates are 
completed) in the next annual projections or true-up adjustments. If Taxpayer must 
request these changes through a filing with Commission C, Taxpayer has represented 
that it will make a filing with Commission C to amend its formula rate template within six 
months of receipt of this ruling letter, requesting that Commission C apply a 
methodohgy in accordance with this letter using an effective date of the first month 
following the date of the filing made with Commission C. Following Commission C’s 
order in that filing, Taxpayer will prospectively apply the methodology consistent with 
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this letter approved by Commission C. Untif Commission C acts on the filing, Taxpayer 
will continue to use the methodology described above. 

Section 168(9(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
meaning of section 168(i)(lO)) if the taxpayer does not use a normalization method of 
accounting. However, in the legislative history to the enactment of the normalization 
requirements of the Investment Tax Credit, Congress has stated that it hopes that 
sanctions will not have to be imposed and that disallowance of the tax benefrt (there, the 
ITC) should be imposed only after a regulatory body has required or insisted upon such 
treatment by a utility. See Senate Report No. 92-437, 92nd Cong., 1" Sess. 40-41 
(19711, 1972-2 C.B. 559, 581. 

Here, Taxpayer has received stand-alone rate adjustments from Commission A 
without application of the proration methodology as required. In addition, Taxpayer 
used a template approved by Commission C to calculate formula-based rates. Both 
Commission A and Commission C have, at all times, required that utilities under their 
respective jurisdictions use normalization methods of accounting. Taxpayer also 
intended at all times to comply with the normalization rules. As concluded above, 
Taxpayer was required to use the proration methodology in these ratemaking 
proceedings. However because Commissions A and C as well as Taxpayer at all times 
sought to comply, and because Taxpayer will take the corrective actions described 
above, it is not currently appropriate to apply the sanction of denial of accelerated 
depreciation to Taxpayer. 

Conclusions 

I. 
2. 

3. 

4. 

5. 

The proration methodology requirement applies to all future test periods. 
The estimated projection component of both the stand-alone rate adjustment 
ratemaking and the formula rate does employ a future test period within the 
meaning of § 'l .I 67(1)-1 (h)(6)(ii) and therefore Taxpayer is required to use the 
proration methodology in order to comply with the normalization rules. 
The true-up component of both the stand-alone rate adjustment ratemaking and 
the formula rate does not employ a future test period within the meaning of 5 
1 .I 67(1)-1 (h)(6)(ii) and therefore Taxpayer is not required to use the proration 
methodology in order to comply with the normalization rules. 
In Taxpayer's stand-alone rate adjustment proceedings, an adjustment to 
eliminate from the Taxpayer's cash working capital allowance any provision for 
accelerated depreciation-related ADFIT if the proration methodology is employed 
does conflict with the normalization rules. 
In order to comply with the consistency requirement of the normalization rules, it 
is not necessary that the Taxpayer use the same averaging convention it uses in 
computing the other elements of rate base in computing its ADFIT balance for 
purposes of the formula rates. 
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6. The Service rules adversely with respect to Rulings 1 and 2, above. Any failure 
by Taxpayer to empIoy the proration methodology prior to the proceedings in 
Cases A, B, or C or the effective date approved by Commission C for the 
requested modification of the formula rates was not a violation of the 
normafization rules requiring sanctions for such violation. 

7. Because the Service ruies favorably with respect to Ruling 5, above, Taxpayer's 
requested Ruling 7 is moot. 

Except as specifically determined above, no opinion is expressed or implied 
concerning the Federal income tax consequences of the matters described above. 

This ruling is directed only to the taxpayer who requested it. Section 61 lO(k)(3) 
of the Code provides it may not be used or cited as precedent. In accordance with the 
power of attorney on fife with this office, a copy of this letter is being sent to your 
authorized representative. We are also sending a copy of this letter ruling to the 
Director. 

Since rely, 

Peter C. Friedman 
Senior Technician Reiiewer, Branch 6 
Office of the Associate Chief Counsel 
(Passthroughs & Special Industries) 
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STAFF’S RESPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-15-0131 AND W-01303A-15-0131 

I Willow 1.2 Please identify the witness who will take Mr. Becker’s place and provide their 
qualifications. 

RESPONSE: Darron Carlson who is employed by the Utilities 
Division of the Commission as a Public Utilities Analyst 
Manager. He has been employed with the Utilities 
Division since September of 1991. He holds a BacheIar 
of Arts degree in both Accounting and Business 
Management from Northeastern Illinois University in 
Chicago, Illinois. He has participated in quite a number 
of seminars and workshops related to utility 
ratemaking, cost of capital, income taxes, and simiiar 
issues. These have been sponsored by organizations 
such as the National Association of Regulatory 
Commissioners (“NARUC”), Duke University, Florida 
State University, Michigan State University, New 
Mexico State University, and various other 
organizations. 

RESPONDENT: Darron Carlson 

Willow 1.3 Admit that EPCOR Water Arizona Inc. has the management capability to own 
and operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: Staff has made no statement or indication that EPCOR 
is not capable. 

RESPONDENT: Darron Carlson 
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STAFF’S RESPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WELOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-15-0131 AND W-01303A-15-0131 

Willow 1.4 Admit that EPCOR Water Arizona Inc. has the financial capability to own and 
operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: See response to Willow 1.3. 

RESPONDENT: Darron Carison 

Willow 1.5 Admit that Epcor Water Arizona Inc. has the technical capability to own and 
operate the Willow Valley system. If your response is anything other than an 
unqu.alified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: - See response to Willow 1.3. 

RESPONDENT: Darron Carison 

Willow 1.6 List each decision of the Arizona Corporation Commission, of which Staff is 
aware, where the Commission approved a regulatory liability for ADIT in an asset 
transfer (as proposed in the testimony of Staff Witness Becker). 

RESPONSE: 

WSPONDENT: Darron Carlson 

Staff is not aware of any. 
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STAFF'S RESPONSE TO THE FfRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-15-0131 AND W-01303A-15-0131 

Willow 1.7 To the knowledge of Commission Staff, list each prior docket where Arizona 
Corporation Commission Staff proposed a regulatory liability for ADIT in an 
asset transfer (as proposed in the testimony of Staff Witness Becker). 

RESPONSE: See response to Willow 1.6. 

RESPONDENT: Darron Carlson 

Willow 1.8 Admit that if a regulatory liability is created for ADIT (as proposed in the 
testimony of Staff Witness Becker), that EWAZ will be required to use straight 
line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [$168(i)(9) of the Internal Revenue Code of 1986, as 
amended (Code), and Treas. Reg. !j 1.167( 1)- 1 (together, Depreciation 
Normalization Rules)]. If your response is anything other than an unqualified 
admission, provide a complete description of the basis of your response, including 
stating each fact or document on which you based your response. 

RESPONSE: Staff has determined that its recommendation to create 
a regulatory liability to repIace the ADIT baiance may 
result in a violation of the IRS normalization rules and 
therefore withdrawal of this recommendation is under 
internal review. 

RESPONDENT: Darron Carlson 

Willow 1.9 Provide Staff's calculation of the ratepayer impact if EWAZ is forced to use 
straight line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [$168(i)(9) of the Internal Revenue Code of 1986, as 
amended (Code), and Treas. Reg. 5 1.167( 1)-1, (together, Depreciation 
Normalization Rules) 1. 

FtESPONSE: See response to Willow 1.8 

RESPONDENT: Darron Carison 
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Private Letter RulIngs 

Private Letter Ruling 9447009, 11/25/1994, IRC Sec(s). 
168(i)(lO) 

UQ No. 0188.2601 

Headnote: 

Reference($): Code Sec. ISe(lXl0); 

A corporauOn acquired for cash all of the issued and outstanding stodc of a regulated public utility that 
m and operates a natural gas tranJmisslon pipeline in several stew. ElecWm under section 338 
were mede by the seller and purchaser, and the purchase of the utility's SIC& Is hated aa a purhase of 
its assets for Federal In- tax purposes. 

The utilify Is subject to the regulatory authority of the Federal Energy Rf@atoly CMlrnlssiOn (FERC). In 
a recent announcement, FERC wdered Its regulated public utiflties to adopt FAS 109 for finand61 
aoawnting and reporting to FERC. As of the date tha1 the utility is required to adopt FAS 109. Its a-t 
balances are historic and do not take into acoxnt its acquklUon of the sedim 338 elections As a result. 
the utility has pmposed lournal sntrks on its FERC books to refled the section 338 alectlons and their 
effect on prior net operating losses and Me depredable cost bsis of Its assets. The first two proposed 
entries eliminate the defamed tax receivable ralatlng to the utilityrs nef OpemUng losses and to rebd the 
differences in bask between the new basis and FERC bask. The third entry Involves defemd amounts 
resulting from normalization of section 168 depredation. 

Before its acqubltion. Vu, utility's accumulated debred federal Income taxes (ADFIT) totaled a figure 
condst i~  of an mount relating to accelerated depreciation that was normallzed and an amount relating 
to a change in tax ratwr brought about by the Tax Reform Act of 1986. FERC proposes to leave the 
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W I T  ~1 the books as a reductio0 of rate base, thereby not rem#zing the deemed s a l e  d the utiliis 
assets. 

The Service has Rded hat for any pertod atter the date of its acquisllion. the uUliiy Wll viobte the 
nwmsliution requirements d sadia, lse(i)(9) I its rate bare ts reduced ffn lfw unamortired ADFK 
aMbuktbk to arnlerated depredabn on public UUMy pmperty claimed betoce the acqutWm date. The 
~ervicereasoned~atanertheappllcatlon dreg. weth 1.167(~)-l(h~Z~I), theutii#rsde~nedtax 
rasewe resulting from acaWakd deprsciation ceases to exist AccdingrY. the Servb said, the 
deferred fax reserve resutting frun aaskrated dOpreuatii should be ranwad from the &My's books of 
acmunl end no( Aowed through to its wstaners. 

Citing reg. sadkm 1.167(1)-1, the Service conduded that the proposed accounting entrier that a l i i  
the deferred tax recaivaMe relating to net operaling losses of the uhlity and to rem me d- in 
basis between the new basis and FERC basis have no Med on. and we outside the scope of, section 
16B(#9). 

Copyright 1994. Tax Analysts. 

Fuil Text: 

Oak: August 4,1994 

CC:WM:PBSI : 6TR-31-3141-93 

In Ra: Private Letter Ruling RequasuJorrnelion 

LEGEND: 

Taxpayer = -** 

Subsidiary = *** 

Target = '** 
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Dear **' 

This io in response to your companyls (Taxpayer) request, dated December 10.1993, for a letter tullng on 
behalf of your Subsidiary that it will not fail to utilize a malizatlon method of accwnting If it makes 
cettain pmposed antries on Is regulated books of account. In T a x p a w  request. yw stated that the 
pmposed entries are Mng made to cwnpb with tha Statement d Financial Acuwnting Standanis No. 
109 issued by the Finandal Accounting Standards Board (FASIOS) and to satisfy the unespondng 
Federal Energy Regulatcq Commisslon's (FERC) Interpretation. 

Taxpayefs representations hduded In its submisslon fonaw: 

On the Acquisition Date Taxpayer acquired dl the issued and outstanding stock d Target (now your 
Subsidiary) hwn Seller, Targars parent. for cash. Taxpayer and Seler mado a timdyjoint dedkn under 

stock is (reated as a purchase of Targars assets for federal inawne tax purposes. 

Subsidiily owns and Dperates a natural gas transmission pipeline system located in several states, and is 
subject to the regulacOry 8uthMity of FERC. In a recent announcement FERC ordered its nguiated public 
UtiiiUes to adopt FAS 109 for financial accounting and reporting to FERC. As of the date that Subldiafy Is 
required is adopt FAS 109. its aCCOunt balances w e  historic and do nol take into account Taxpayds 
purchase of Target fmm Seller and the d o n  338 elections. 

Subsidiary has proposed certain journal entries on Its FERC books to reflect the sedion 338 elections and 
their effect on prior net operating Losses and the depredabk cost basis of its assets. Taxpayer has asked 
us to rule whether those propooed entrles would violate the normaliron requtrements of 

lSSQ(2) of the Code. The first two proposed enbies elimhate the d e f m d  tax receivable rslathg to net 
Operating losses of T a w t  and lo reflect the differences in basis between the new basis and FERC -1s. 
The third enby involves deferred amounts resulting fmm normaliralion of section 188 depeclation. 

Prior to its acquisition by Taxpayer, tha accumulated defemd federal I n m e  taxes [ADFIT) of Target 
tolaled x dollars consisting of y dollam related to accelerated deprecktlon which was normallzed and L 
dolers rets(inQ to ths change in tax rater brought about by VW Tax Reform Ad of 1986. Taxpayds 
submion  atates that the excess tax reserve will cMltinW to k amortized using the Reverse 
Georgia Method. 

Taxpayer represents that FHRC proposes to leave the Y dollars of ADFIT on the books as a redudion to 
rate basa. thereby not recognizing the deemed sale ofTarger5 assets. 

5 4  Sedion 168(9(2) of the Code provides that the depreciakn deduction detennlned under section 168 El 
shall not a@y to my public utility pqe f t y  (within the meaning of sectlon 168(i)(lO)) if the taxpayer does 
not use a normalization method of accounting. 

@ sectlon 338(h)(l0) of the Internal Revenue Code for T w t .  As a resuit the purchase of Targets's 3 r 

sectkn 



In order to use a MmaWZaUon method of accounting. Q sectlon 168(l)(g)(A)(i) of the Code requires the 

taxpayer. In computing its tax expense for establishing Its c a t  of service fw ratwnddng purposes and 
reflecting operallng results in Its regulated books of account. to use a method of depredaUon with respect 
to publlc utility property that is the same as. and a depreclauoo perkd far such prvperty that 1s m shorter 
than, the method and period used to mmpute b dep%da(ion expense for such purposes. Under section 
168(1)(9)(A)(ii). Ifthe amount aliowable as a deduction under section 168 differs from the amount that 
would be ellowable as a deduction under section 167 using he method. period. first and last year 
conventlon, and setvage value used to compute regulated tax expense under section ?M)(g)(A)(i), the 
taxpayer must make adjusbmnts to a reserve to reflect the d e l e d  of taxes resulting from such 
difference. 

--* Section 168(i)(9)(B)(l) of the Code provides that one way the requlrements of section 168(i)(9)(A) will ;;;I 

not be satisfied Is if the taxpayar. for ratemaking purposes, uses a pmcedure or adjuslment which Is 
Inconsistent with such requirements. Under sectJon lsS(iM9XBXW). such inmslstent procedures and 
adjusbnents Include the use of an wtlmale or pqection of the taxpayets tax expense, depredatbn 
expense, or reserve for deferred taxes under sedion 168(1)(4)(A)(ii). unless such estimate or projection is 
alsa used. for ratemaklng purposes. with respect to all three of these itam and with respea to the rate 
base. 

Former /Z?J secUon 167(1) of the Code generally provided that public utilities were entitled to use 

accelerated meWs of depreciatron if hey used a "wrmaliition melhod of ecmunting. 'A 
normalization method of accounting was defined h former section 167(1)(3)(G) In a manner consistent 
with that bund in Cieetlon lwiX9xA). @ Seth I .167(1)-1 of the Income Tax Reguiatim pmvides that 

the nofmalizaUon requirements for public ut i l i  property pertain only to the deferral of federal income tax 
liability resulting from the we of an accelerated method of depredation for computing the allowBnca for 
depreciation under section 167 and the use of stralghl- line depreciation for mmputtng tax expanse and 
depreclati expense for purposes of establishing cost of services and for reflecting operating results in 
regulated books of accounl. These regulations do not pertain to Dmer book-tax timlng differences with 
resped to slate income taxes. F.i.C.A taxes, constrvdlon costs, or any other taxes and Items. 

Section l.l67(l)-l(h)(l)(l) of the regulations prwides that (he reserve established for public utillty propelty 
should r e k d  the total amount of lhe defenal of federal Income tax liability resulting from the taxpayer's 
use of different depredation methods for lex and ratemaking purposes. 

Section 1.167(I)-I(h)(1)(iii)of theregulationspcovidesthattheamountD1federel Income taxllabllii 
deferred as a resun of the use of different depreciation m e w s  for tax and ratemaking purposes Is the 
excess (computed without regard to cmdiis) of the amount the \ax llabilii wwld have been had the 
depreciation method for ratemaking purposes been used over the amount of the actual tax liiabilty. This 
smounl shall be taken into account for the tax year in which the different methods of depredation are 
Used. 

Attachment RCS-3 
Docket Nos. W-01732A-15-01318~ 

Page 4 of 7 
W-0 1303A-15-013 1 



Attachment RCS-3 
Docket Nos. W-01732A-15-0131 & 

Page 5 o f 7  
W-01303A-15-013 1 

Section 1.167(1).1(h)(2)(i) of the regulations provides that the taxpayer must credit this amount of deferred 
taxes to a reserve for deferred tsunr, a depreciation m m e .  or other resene account. Thh regulation 
further provides that the aggregate a m n t  alocable to deferred taxes shall not be reduced except to 
reflect the amount for any tex year by which federal In- taxes am greater by reason of the prior use of 
different methods of depredation under section l.l67(l).l(h)(l)(i) or to reflad asset retlrements or the 
expiration of the peflod tor depreciation used in detemlnlng the allowance for depreciation under section 
167(a) 

Q Section 338(a) of the Code provides that, If the stock of a cwporatbn oarget corporation') Is 

acquired by another corporaUon ("purchasing corporation") In a quelilied stock purchase. the purchasing 
corporation may elect to have the purchase of the target mrpwation's stock treated as If the tatpat 
corporatim sold ell of Its essab (as 'old target') at the close of the acquisition date at fair market value h 
a single transaction. The target corporation then Is treated as a new corporation that purchased those 
same assets (as *new target") as of the beglnning of the day after the eoguisition date. 

If, before the stock purchase. the target corporation is a member of an affiliated group that ales a 
consolidated return for the tax year within whlch the transaction takes place, 

Code provides an eledion under which tax HaMllty of the target corporation from the deemed sab of its 
assets Is hduded In the consoliated return of the selling consolidated group (riling group'). Thls 
election Is madejolrrtly by the purchasing corporation and the selling group pursuant to section 
1.338(h)(IO)- IT(dX1) of the temporary In- Tax Regulations. 

The consequences of a d o n  338(h)(lO) election are provided in s&n I .338(h)(lO)-lT(e) of the 
temporary regulations. Under a e c t i i  1.338(h)(IO)-lT(eX1), old target recognizes galn or loss as If, while 
a member of the selling group. it sold all of its assets in a single transadion as of the dose of the 
acqulsition date. Sectlon 1.338(h)(lO)-lT(e)(3) further ptwicks that. at the dose ofthe acqulsition date 
but after the deemed sale of essets, old target Is treated as if it distributed all of its assets in a ccmplete 
liquidation to which @ section 332 of the Code applies. Thus, the primary effect ofa sedlon 338(h)(10) 

ekctbn Is a deemed taxable sale by target corporation of all Its assets folbwed by e deemed complete 
liquidation under section 332. 

In addition. section 1.338(h)(IO)-lT(e)(2) ofthe tenporary regulations pmvldes that, for purposes of 
chapter 1 of the Code, galn or loss is Ignored on the actual sak or exchange by the selling gmup to the 
purchasing corporafion of target corporatlon's stock included in a qualified stock purchase. 

As to the consequences of a section 338(h)(IO) eleclion on new targer, section 1.338(h)(IO>lT(e)(6) of 
the tsmporary regulatlcns determines the adjusted grossup basis CAGUB.) fur target caporation. The 
AGUB Is the tdal a w n t  for whlch new target is deemed to have purchased all of its assets. The AGUB 
is allocated among the assets of new target 

In general, the AGUB Is the sum of (I) the purchasiw corpcfation's gmsed-up bask in recently 

section 338(h)(i0) ofthe 
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purchased stodc of target capwatlon. (2) the bash of the purchssing corparstbn'8 nonrecently 
purchased stock of target cmpmm. (3) the liabilities of new taw as of the beglnnlmg of the day after 
the ecqulsltbn date (Omer than kaMNties that wem not liabilities of old tam). and (4) other relevant 
items. Under @ section 338(b)(4) d the code and 8edIon 1.33&4Tu)(2) of the temporary mgulatiom. 

the purchadng Caporation's gmssed-up besir of recantty purchesed stock of target corporalion is the 
basta of tho pwchaslng corporsUMl in rewnlty purchased stcck of target corporatian. mufflplied by a 
fradlon whose numerator h 100 percent minus the percantage of stock (by value) in the target 
corporation ettrlbutable to the purchasing corporation's nonrecentty purchased stock and whose 
denominator 1s the percentage of stock (by value) In the tatget oorpowlon amutabk lo the purchasing 
corporation'8 recenUy purchased stock. 

Section 1 . W T ( l ) ( Z )  of me t q m y  regulations provides that new target generally Is permitted to take 
depreciauOn dedudlom under B sedlon 168 ofthe Code on deprecbble property acquired In the 

deemed purchase of assets and may make new eledims under 6ecUon 168 without regard to the 
ekctlons mede by old target For purposes of the anlkhnnhg rub ofssclion leS(r)(S) (Fotnwly sacUon 
168(e)(4)) and the ruk in sedion 168(i)(ir) (fomutrly section 188(f)(lO)), under which the transfore8 of 
propetty is treated as the transferor In certain ca#s. old target is not a related penon with respect to new 
target. Consequently. the accelerated depnrciatlon dedvction aMbutaMe to old target's (Target) publk 
uUtity property does nol canyover to new tawt (Subsidiaty). The ADFIT related to that property do nQL 

follow the assets. 3 
Whether or not a taxpayer is in cwnpliance with FASIDS of FERC accounting is a wnslderdtion 
Independent of the mnsMwation whether the normalization ruler of @ sedion 188 of the Code are 

satisfed. Fundamental In @ sedion 168(i)(9) of the Code and section 1,16?(I).l(a) of the ragu&tions is 

that there Is sufficient defenal of federal i m m e  tax liability due to use of section 168 depredabm on 
depreciable pmperty ownsd by the taxpayer. Thus, the propowd accounting en* that eliminate the 
deferred tax reoivable relating to net operating losses of Target and to renect !he differences In basis 
between the new basla and FERC basis have no effect on and are outride the scope of 0 d o n  

168(i)(9) of the Code. See saction 1.167(t>l of the reguialions. 

Regardiw the treatment of ADFIT. Taxpayer purchased all the stock d Target (Subddlary) and Taxpayer 
and Seller made e jolnt elecZion under @ sedion 338(h)(10) of the Code for T a m  (Subsidiary). As a 

result of thlo eladion, Ihe transaction Is twated br federal in- tax purposes as a sale of Target's 

section 1.167(1). l(h)(ZXi), Target's deferred !ax wave ~ ~ ~ l t l n g  lrom accekmed depredatkn ceases b 

UIit sale. Tawt's deferred tax resmve rebtinn to wcrkrated depredalion I8 tuducsd under &n 
1.167(l)-l(h#2)(l)ofthe regUbblC4I8torafiedttmmtkefn~311ts ofTargNsssets.Aflerthe appllcaUon of 

exisL Accordingly. the deferred tan reserve resultin@ fmtn ecderaled depreciation should be removed 

- 
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period subsequent to AcquisiUon Date, Subsidiary will violate the nonnalizatlon requirements of secUan 
168(i)(9) If Subsidiaws rate base Is reduced for the unamortized ADFIT anrlbutaMe to accelerated 
deprecialion on puMic utillty properly daimed before Acquisition Date. 

No opinion h expressed reparding any Code section other than set out above. Further, no Oplnkn is 
expressed regwding any amount in the excess tax resewe resulting from the drange in federal tax rates. 
The taxpayer should be sure to eled to apply the Anal regulaUons under section 338 nttrwctively to me 
transaction In the manner prssdbed in section 1.338(i)-1. 

This ruling b directed only to the taxpayer who requested It. B Sedlon 61 lO(jH3) of the Code prwidas 

mat It may not be. used or dted aa precedent. 

Sincerely ywrs. 

HAROLD E. BURGHART 

Assistant to the Chlef, Br. 6 

Ofice of Assistant Chief Counsel (Psssthmughs and Spedal Induatrles) 

Enclosures (2) Copy of his letter Copy for section 61 10 purposes 
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Private Letter Rulings 

Private Letter Ruling 9418004, 01/14/1994, IRC Sec(s). 46 

U l t  No. 0046.06-07; 0168.24-01 

Headnote: 

Section 46 - Investment Credit Amount 

Refemncels): Code Sec. 46; 

A regulated public utility company provides telecommunications service through local exchange tefephone 
operations. The company acquired, subject to a section 338(H) election, all of the stock of an unrelated 
pubic utility company (Sub). Before the acquisition, Sub claimed investment credits and accelerated 
depreciation deductions on its public utility property. 

The Service has ruled that for any period after the acquisition, Sub will violate the normalization 
requlrements of section 46(f) if I t s  cost of service is reduced for the amortization of any portion of the 
unamortized and unrecaptured accumulated deferred investment tax credits (ADITCs) attributable to 
investment credits on public utility propetty claimed before the acquisition. A transfer of an equity account 
of Sub of unamortized ADlTCs attributable to public utility property daimed before the acquisition will not 
violate the normalization requirements, the Senrice ruled. The Service also ruled that Sub wiff violate the 
normalization rules of section 168(i) if its rate base is reduced for unamortized accumulated deferred 
federal income taxes attributable to accelerated depreciation on public property claimed before the 
acquisition date. 

Copyright 1994, Tax Analysts. 

Full Text: 
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Date: January 14,1994 

In re: Private Letter Ruling Request on 

Normalization of Investment Credits 

and Accelerated Depreciation 

LEGEND: 

Taxpayer = **' 

Target = '** 

. Seller= *** 

Commission A = *** 

Commission B = tt* 

Acquisition Date = *** 

y dollars = *** 

x dollars = '** 

Dear *** 

This letter responds to your representative's letter of July 8, 1993. requesting rulings by Taxpayer on 
behalf of Target with respect to the proper treatment of Target's accumulated deferred investment tax 
credits ("ADITC's") under section 46(f)(2) of the Internal Revenue Code and accumulated deferred 

federal income taxes ("ADFIT'S") under section 168(1)(9), subsequent to an election under section 
338(h)(10). 

Taxpayer represents that Ute facts are as follows: 

Taxpayer is the parent company of an affiliated group of corporations that files a consolidated federal 
income tax return on a calendar year basis using the accrual method of accounting. Taxpayer is a 
regulated public utility company engaged in the business of providing telecommunications servlces 
through local exchange telephone operations and mobile cellular communications operations. 

On Acquisition Date, Taxpayer acquired all of the common stock of Target from Seller, an unrelated 
communications company. Following the acquisition, Target will join in the filing of the consolidated 
federal income tax return of Taxpayer. Target is a public utility engaged in the business of providing 
telephone services and is subject to regulation by Commission A and Commission 6. 
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Taxpayer and Seller made a timely joint election under section 338(h)(10) of the Code for Target. As 

a result, the purchase of Target's stock is treated as a purchase of Target's assets for federal income tax 
purposes. 

For financial and regulatory purposes. the basis of Target's assets after the stock purchase will have the 
same basis as Target had prior to the stock purchase. 

I: - 3 

Before Acquisition Date, Target had claimed both investment cre5lts and accelerated depreciation 
deductions on its public utility property. For purposes of the investment credit normalization rules under 
@ section 4 6 0  of the Code, Target has elected to be treated under section 46(f)(2). At the time of the 

acquisition, Target had recorded on its books ADITC's totalling x dollars (net of recapture resulting from 
the section 338(h)(10) election) and ADFlrs totalling y dollars attributable to public utility property. 

Because Taxpayer is concerned about the effect of a section 338(h)(10) election on the proper treatment 
of the x dollars in the ADlTC account and the y dollars in the ADFIT account under the provisions of 
sections 46(f)(2) and 168(i)(9) of the Code, respectively, Taxpayer seeks the following rulings: 

1. For any period subsequent to Acquisition Date, whether a reduction to Target's tax expense used to 
determine cost of service for ratemaking purposes for unamortized and unfecaptufed ADlTC attributable 
to Investment credits on public utility property daimed before Acquisition Date would violate the provisions 
of @ section 46(f)(2) of the Code? 

2. Whether the transfer of the unamortized and unrecaptured ADlTC to an equity account of Target would 
violate the normalization requirements of @ section 46(f)(2) of the Code? 

3. For any period subsequent to Acquisition Date, whether a reduction to Target's rate base for ADFIT 
attributable to accelerated depreciation on public utility property claimed prior to Acquisition Date would 
violate the provisions of @ section IS8(i)(9) of the Code? 

Taxpayer's ruling requests depend upon the effect of a section 338(h)(10) election on the investment 
credits and accelerated depreciation deductions associated with Target's public utility property. 

FJ Section 338(a) of the Code provides that, if the stock of a corporation ("target corporation") is 

acquired by another corporation ("purchasing corporation") in a qualified stock purchase, the purchasing 
corporation may elect to have the purchase of the target corporation's stock treated as if the target 
corporation sold all of its assets (as *old target") at the close of the acquisition date at fair market value In 
a single transaction. The target corporation then is treated as a new corporation that purchased those 
same assets (as "new target") as of the beginning of the day after the acquisition date. 

- - -_ 

If, before the stock purchase, the target corporation is a member of an affiliated gmup that files a 
consolidated return for the tax year within which the transaction takes place, @ section 338(h)(10) of the 
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Code provides an election under which recapture and other tax liability of the target corporation from the 
deemed sale of its assets is included in the consolidated return of the selling consolidated group ("selling 
group"). This election is made jointly by the purchasing corporation and the selling group pursuant to 
section 1.338(h)(lO>lT(d)(l) of the temporary Income Tax Regulations. 

The consequences of a section 338(h)(10) election are provided in section 1.338(h)(lO)-lT(e) of the 
temporary regulations. Under section 1.338(h)(lO)-?T(e)(l), old target recognizes gain or loss as if, while 
a member of the selling group, it sold all of its assets in a single transaction as of the close of the 
acquisition date. Section 1.338(h)(lO)-lT(e)(3) further provides that, at the dose of the acquisition date 
but after the deemed sale of assets, old target is treated as if it distributed all of its assets in a complete 
liquidation to which @ section 332 of the Code applies. Thus, the primary effect of a section 338(h)(10) 

election is a deemed taxable sale by target corporation of all its assets followed by a deemed complete 
liquidation under section 332. 

In addition, section 1.338(h)(iO)-lT(e)(2) of the temporary regulations provides that. for purposes of 
Chapter 1 of the Code, gain or loss is ignored on the actual sale or exchange by the selling group to the 
purchasing corporation of target corporation's stock included in a qualified stock purchase. 

Under section 1.338(h)(lO)-lT(e)(7)(ii), any investment credit property deemed sold by old target on the 
dose of the acquisition date may be subject to recapture under 

increase in tax resulting from the recapture of old target's investment credit is added to the tax liability of 
the selling group for the tax period that includes the acquisition date. 

section 47(a) of the Code. Any El 

As to the consequences of a section 338(h)(10) election on new target, section 1.338(h)(10)-1T(e)(6) of 
the temporary regulations determines the adjusted gross-up basis ("AGUB") for target corporation. The 
AGUB is the total amount for which net target is deemed to have purchased all of its assets. The AGUB is 
allocated among the assets of new target. 

In general, the AGUB is the sum of (1) the purchasing corporation's grossed-up basis in recently 
purchased stock of target corporation, (2) the basis of the purchasing corporation's nonrecently 
purchased stock of target corporation, (3) the liabilities of new target as of the beginning of the day after 
the acquisition date (other than liabilities that were not liabilities of old target), and (4) other relevant 
items. Under section 338(b)(4) of the Code and section 1.338-4T(j)(2) of the temporary regulations, 

the purchasing corporation's grossed-up basis of recently purchased stock of target corporation Is the 
basis of the purchasing corporation in recently purchased stock of target corporation, multiplied by a 
fraction whose numerator is 100 percent minus the percentage of stock (by value) in the target 
corporation attributable to the purchasing corporation's nonrecently purchased stock and whose 
denominator is the percentage of stock (by value) in the target corporation attributable to the purchasing 
corporation's recently purchased stock. 

- 

In addition, section 1.338(h)(lO)-lT(e)(b)(ii) of the temporary regulations provides that section 1.338-4T(l), 
which covers certain matters affecting new target, is applicable to a section 338(h)(10) election. In 
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accordance with section 1.338-4T(1)(2), new target is entitled to the investment credit for property it is 
deemed to purchase under @ section 338 of the Code. provided the property would qualify for the 

investment credit if new target acqulred it in an actual purchase. 

Further, section 1.338-4T(1)(2) of the temporary regulations provides that new target generally is 
permitted to take depreciation deductions under 

acquired in the deemed purchase of assets and may make new elections under section 168 without 
regard to the elections made by old target. For purposes of the anti-chuming rule of section 168(f)(5) 
(former section 168(e)(4)) and the rule in section 168(i)(7) (former section 168(f)(lO)) under which the 
transferee of property is treated as the transferor in certain cases, old target is not a related person with 
respect to new target. 

section 168 of the Code on depreciable property 

In the present situation, Taxpayer purchased all of the common stock of Target, and Taxpayer and Seller 
made a joint election under section 338(h)(10) of the Code for Target. This election results, for federal 

income tax purposes, in a deemed taxable sale of assets by Target (as "old Target") in a single 
transaction as of the dose of Acquisition Date. Consequently, gain or loss on this deemed sale is 
recognized by old Target, and any unearned investment credits of old Target are recaptured. 

Further, Target Is treated as a new corporation that purchased those same assets (as 'new Target') on 
the day after Acquisition Date. The basis of old Target's assets do not canyover to new Target. Instead, 
new Target receives a new tax basis in the assets deemed purchased from old Target. Because the 
anti-chuming rules of section 168(f)(S) and the transferor-transferee rules under section 168(1)(7) do not 
apply to new Target, it does not "step into the shoes" of old Target for depredation purposes: Therefore, 
new Target is entitled to deduct depreciation on the new tax basis and receives the benefit of a new 
placed in service date for the assets deemed purchased. Moreover, new Target is entitled to claim 
investment credit, if available, on the new tax basis. 

Thus, as a result of the section 338(h)(10) election, the purchase of Target's stock by Taxpayer is treated 
for federal income tax purposes as a purchase of Target's assets in a taxable transaction. Consequently, 

property do not carryover from old Target to new Target. Thus, the ADITC's of x dollars and the ADFIT'S 
the investment credits and accelerated depreciation deductions attributed to old Target's public utility 

of y dollars related to that property do not follow the assets. 3 
Issue NO. I 

Target has elected to account for the investment credit on public utility property In accordance with @ 

section 46(f)(2) of the Code. This section provides that no investment credit determined under section 
46(a) shall be allowed by section 38 with respect to any public utility property of the taxpayer (a) if the 
taxpayer's cost of service for ratemaking purposes or in its regulated books of account Is reduced by 
more than a ratable portion of the investment credit, or (b) if the base to which the taxpayer's rate of 

- 
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return for ratemaking purposes is applied is reduced by reason of any pottion of the investment credit. 

Section 1.46-6(a)(3) of the regulations provides that the provisions of @ sedion 46(f)(2) of the Code - 
are limitations on the treatment of the investment credit for ratemaking purposes and for purposes of the 
taxpayer's regulated books of account only. If an election is made under section 46(f)(2), the credit may 
be flowed through to income, but not more rapidly than ratably, and there may not be any reduction in 
rate base. 

For purposes of determining whether or not the taxpayer's cost of service for ratemaking purposes is 
reduced by more than a ratable portion of the investment credit, 

that the period of time used in computing depreciation expense for purposes of reflecting operating 
results in the taxpayer's regulated books of account shall be used. Under section 1.46-6(9)(2) of the 

regulations, what is "ratable" is determined by considering the period of time actually used in computing 
the taxpayer's regulated depreciation expense for the property for which a credit is allowed. The term 
"regulated depreciation expense" means the depreciation expense for the property used by a regulatory 
body for purposes of establishing the taxpayer's cost of service for ratemaking purposes. 

section 46(f)(6) of the Code provides 

13 Section 46(f)(7) of the Code provides that if by r e a m  of a corporate reorganization or by reason of 

any other acquisition of the assets of one taxpayer by another taxpayer, the application of any provisions 
of section 46(f) to any public utility property does not carry out the purposes of section 46(f), the Secretary 
shall provide by regulations for the application of such provisions in a manner consistent with the 
purposes of section 46(f). 

. .-.r 

According to 

are not met is if the taxpayer, for ratemaking purposes, uses a procedure or adjustment that is 
inconsistent with these requirements. Under section 46(f)(lO)(B), such inconsistent procedures and 
adjustments include the use of an estimate or projection of the taxpayer's qualified investment for 
purposes of the investment credit allowable by section 38 unless such estimate or projection is also used, 
for ratemaking purposes, with respect to the taxpayer's depreciation expense and rate base. 

section 46(f)(IO)(A) of the Code, one way in which the requirements of section 46(f)(2) I2 

Any public utility that claims the investment credit for public utility properly must use "normalization" 
accounting in calculating the rates to be charged its customers and in maintaining its regulated books of 
account. Under normalization accounting, the immediate flow-through of the investment credit for public 
utility property to the utility's customers is prohibited. Instead, under @ section 46(f)(2) of the Code, for 

ratemaking purposes the utility defers the investment credit it clarified for Federal income tax purposes 
and then amortizes the deferred balance ratably over the reguiatoty life of the assets generating the 
credit. 

Taxpayer's first ruling request involves the treatment of the ADITC's not subject to recapture upon the 
deemed sale of Target's public utility property under a section 338(h)(10) election. 

-15-0131 & 

. 
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In a taxable sale of assets, the purchaser does not "step into the shoes" of the seller and as a result, any 
investment credit associated with the assets do not carryover from the seller to the purchaser. Instead, 
the purchaser receives the benefit of a new tax basis in, and a new placed in sefvice date for, the 
property. This new basis and placed in sewice date determine the availability and the amount of the 
investment credit that the purchaser may claim for the acquired property. Except for certain transition 
property, property placed in sewice by a taxpayer after 1985 is not eligible for the investment credit. 

In the present situation, Taxpayer acquired the common stock of Target, and Taxpayer and Seller made a 
joint election under section 338(h)(10) of the Code for Target. This election results, for federal income 

tax purposes, in a deemed taxable sale of assets by old Target to new Target. New Target does not step 
into the shoes of old Target. Instead, new Target receives a new tax basis in, and a new placed in sewice 
date for, the assets deemed purchased from old Target. Consequently, the unamortized and 
unrecaptured ADITCs associated with old Target's public utility property do not follow the property. Thus, 
these ADITCs are not available to new Target for flow through to its customers, 

El 

Further, new Target is not entitled to daim the investment credit for the property deemed purchased from 
old Target because the property is placed in service by new Target after 1985. Therefore, for such 
property, there is no investment credit claimed by new Target to reduce cost of sewice under section 

46(f)(2) of the Code. 

- - 

The normalization rules under @ section 460  of the Code contemplate that the utility may claim the 

investment credit for public utility property. Further, the legislative purpose underiying section 46(f) was to 
provide capital for investment in new equipment. .If the ADITC's related to old Target's public utility 
property are ratably flowed through to cost of service, new Target would be flowing through to its 
customers an investment credit that is not available to, and was not claimed by, it. Consequently, new 
Target would receive no tax benefits of the investment credit while its customers would. Accordingly, an 
adjustment to cost of service for the ADITC's of old Target would not be consistent with the purposes of 
section 46(f). 

Further, the adjustment to cost of service for the ADITC's associated with old Target's public utility 
property would violate the consistency rules under @ section 46(f)(lO) of the Code. Such an adjustment 

assumes that the qualified investment of new Target for purposes of the investment credit allowable 
under section 38 is equal to old Target's qualified investment. However, section 46(f)(lO)(B) clearly states 
that the TAXPAYER'S qualified investment must be used. In the present situation, the taxpayer Is new 
Target. Because the investment credit has been repealed, none of the public utility property placed in 
service by new Target is eligible for the credit and consequently, its qualified investment is zero. Thus, an 
adjustment to the cost of service of new Target for the ADITCs of old Target would violate the 
normalization requirements of section 46(f)(2). 

Issue NO. 2 
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Taxpayer's second ruling request relates to the transfer of the unamortized and unrecaptured ADITC's of 
x dollars to an equity account of Target. The effect of this accounting treatment is to ftow through old 
Target's investment credit immediately to new Targers shareholder who is Taxpayer. 

The normalization rules of z section 46(9(2) of the Code do not require public utility commissions to 

take investment credit on public utility property into account in determining cost of service, but does 
permit them to do so provided the reduction to cost of service is by no more than a ratable portion of the 
credit. 

I2 

As determined under this ruling, the flow through of the unamortized and unrecaptured ADITC's of old 
Target to new Targets customers would violate the normalization requirements of 

the Code. By transferring the ADfTC's of old Target to an equity account of new Target, this transferred 
amount will not be available to reduce cost of service and rate base in setting future rates and, as a 
result, the ADITC's of old Target would not be flowed through to new Target's customers. Thus, the 
normalization requirements of @ section 46(fx2) of #e Code are satisfied. The fact that the accounting 

for the ADITC's of old Target will be for the benefit of Target's shareholder who is Taxpayer is outside the 
scope of section 46(f). 

section 46(f)(2) of 

Issue NO. 3 

Taxpayer's third ruling request involves the treatment of the unamortized ADFlT's upon the deemed sale 
of Target's public utility property under a section 338(h)(10) election. 

iG?i Section 168(f)(2) of the Code provides that the depreciation deduction detemhed under section 168 

shall not apply to any public utility property (within the meaning of section 1 SS(i)( 10)) if the taxpayer does 
not use a normalization method of accounting. 

In order to use a normalization method of accounting, 

taxpayer, in computing its tax expense for establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of depredation with respect 
to public utility property that is the same as, and a depreciation period for such property that is no shorter 
than, the method and period used to compute its depreciation expense for such purposes. Under section 
IGB(i)(S)(A)(ii), if the amount allowable as a deduction under section 168 differs from the amount that 
would be allowable as a deduction under section 167 using the method, period, first and last year 
convention, and salvage value used to compute regulated tax expense under section 168(i)(9)(A)(i), the 
taxpayer must make adjustments to a reserve to reflect the deferral of taxes resulting from such 
difference. 

section 168(i~9)(A)(~) of the Code requires the D 

< Q ..- Section 16f(l) of the Code generally provides that public utilities are entitled to use accelerated 
_ I  
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methods of depreciation if they use a "normalization method of accounting." A normalization method of 
accounting is defined in section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 

@ Section 1.167(1)-1 (h)(l)(i) of the regulations provides that the reserve established for public utility 

property pursuant to 

Federal income tax liability resulting from the taxpayer's use of different depreciation methods for tax and 
ratemaking purposes. 

section 167(1) of the Code should reflect the total amount of the deferral of El 

Section I.l67(l)-l(h)(l)(iii) of the regulations provides that the amount of Federal income tax liability 
deferred as a result of the use of different depreciation methods for tax and ratemaking purposes is the 
excess (computed without regard to credits) of the amount the tax liabilky would have been had the 
depreciation method for ratemaking purposes been used over the amount of the of the actual tax liability. 
This amount shall be taken into account for the taxable year in which the different methods of 
depreciation are used. 

@ Section l.l67(l)-l(h)(2)(i) of the regulations provides that the taxpayer must credit this amount of 

deferred taxes to a reserve for deferred taxes, a depreclation reserve, or other reserve account. This 
regulation further provides that the aggregate amount allocable to deferred taxes under 

of the Code shall not be reduced except to reflect the amount for any taxable year by which Federal 
income taxes are greater by reason of the prior use of different methods of depreciation under section 
l.l67(1)-l(h)(l)(i) or to reflect asset retirements or the expiration of the period for depreciation used in 
determining the allowance for depreciation under section 167(a). 

section 167(1) 

An election under 

Target and the recognition of gain or loss upon such sale by old Target. Because of this sale, d d  Target's 
deferred tax reserve relating to accelerated depreciation is reduced under 

of the regulations to reflect the retirements of old Target's assets. After the application of section 
1.167(1)-1 (h)(2)(i), d d  Target's deferred tax reserve resulting from accelerated depreciation ceases to 
exist. Accordingly, the deferred tax resewe resulting from accelerated depreciation should be removed 
from old Target's regulated books of account and not flowed through to the customers of new Target. 

Based on Taxpayer's representations and the analysis as set forth above, we conclude as follows: 

section 338(h)(10) of the Code results in the sale of assets by old Target to new D 
section l.l67(I)-l(h)(2)(i) 

1 
I2 

L 
1. For any period subsequent to Acquisition Date, Target will violate the normalization requirements of 
@ section 46(f)(2) of the Code if Target's cost of service is reduced for the amortization of any portion of 

the unamortized and unrecaptured ADITC's attributable to investment credits on public utility property 
claimed before Acquisition Date. 

2. The transfer to an equity account of Target of the unamortized and unrecaptured ADITCs attributable 
to investment credits on public utility property claimed before Acquisition Date will not violate the 
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normalization requirements of @ - section 46(f)(2) of the Code. 

3. The unamortized ADFlTs related to accelerated depreciation on public utility propa.; daimed by 
Target prior to Acquisition Date are eliminated upon the deemed sale of. Target's assets under 

section 338(h)(10) of the Code. Thus, for any period subsequent to Acquisition Date, Target will violate 
the normalization requirements of sedion 168(i)(9) If Target's rate base is reduced for the unamftized 
ADFlTs attributable to accelerated depredation on public utility propetty dairned before Acquisition -1 Date. 

No opinion is expressed concerning whether the section 338(h)(10) election made by Taxpayer and Seller 
for Target is a valid election. 

This ruling is directed only to the taxpayer who requested it. Section 61 lO(j)(3) of the Code provides 

that it may not be used or cited as precedent. 

In accordance with the power of attorney, a copy of this letter is being sent to your authorized 
representative. 

Sincerely yours, 

CHARLES 8. RAMSEY 

Chief, Branch 6 

Office of Assistant Chief 

Counsel 

(Passthroughs and Special 

Industries) 

Enclosures (2) 

copy of this letter 

copy for section 61 10 purposes 

fringe benefts 
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17 North Seoond Street 
12fh Floor 1 

Harrisburg, PA 17101-1601 
717-731-1970 Main 
717-731-1885 Fax 
www.postschell.com , 

Michael W. Gang 

rnwgang@postschell.com 
717-612-6026 Direct 
717-731-ID85 Fax 
File #: 328Y138828 

September 4,2009 

James J. McNulty, Secretary 
Pennsylvania Public Utility Commission 
Commonwealth Keystone Building 
400 North Street - Filing Room (2nd Floor) 
PO Box 3265 
Harrisburg, PA 17105-3265 

RE: Joint Application for All of the Authority and the Necessary Certificate(s) of Public 
Convenience to Transfer All of the Issued and Outstanding Shares of Capital Stock of 
The Peoples Natural Gas Company, d/b/a Dominion Peoples, currently owned by 
Dominion Resources, Inc., to Peoples Hope Gas Companies LLC, an indirect subsidiary 
of Babcock & Brown Infrastructure Fund North America LP, and to Approve the 
Resulting Change in Control of The Peoples Natural Gas Company, d/b/a Dominion 
Peoples, Docket No. A-2008-2063737; JOINT PETITION FOR APPROVAL OF 
SETTLEMENT BETWEEN PEOPLES HOPE GAS COMPANIES LLC, THE 
PEOPLES NATURAL GAS COMPANY d/b/a DOMINION PEOPLES, 
DOMINION RESOURCES, INC., OFFICE OF CONSUMER ADVOCATE, AND 
OFFICE OF SMALL BUSINESS ADVOCATE 

’ 

Dear Secretary McNulty: 

Enclosed for filing with the Commission are an original and three (3) copies of the Joint 
Petition for Approval of Settlement between Peoples Hope Gas Companies LLC, The Peoples 
Natural Gas Company d/b/a Dominion Peoples, Dominion Resources, Inc., Office of Consumer 
Advocate, and Office of Small Business Advocate in the above-referenced proceeding. Copies 
of this Joint Petition have been served upon Administrative Law Judge Robert P. Meehan and 
upon the parties as indicated on the attached Certificate of Service. 

If you have any questions regarding this filing, pIease direct them to me. Please date- 
stamp the extra copy and return it with our messenger. Thank you for your attention to this 
matter. 

ALLENTOWN HARRISBURG LANCASTER PHILADELPHIA PlrTsBURGH PRINCETON WASHINGTON, D.C. 
A PENNSWVW PRoFE861ONAL CORWRAllON 

http://www.postschell.com
mailto:rnwgang@postschell.com


James J. McNulty, Secretary 
September 4,2009 
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David P. Zambito U 
Counsel for 
Peoples Hope Natural Gas Companies LLC 

MGWIDPUkmg 
Enclosures 
cc: Honorable Robert P. Meehan 

Per Certificate of Service 
Scott J. Rubin, Esquire 

6548837~1 
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CERTIFICATE OF SERVICE 
Docket No. A-2008-2063737 

I hereby cedi& that true and mrrect copies of the foregoing Joint Petition for ApprovaI 
of Settlement between Peoples Hope Gas Companies LLC, The Peoples Natural Gas Company 
d/b/a Dominion Peoples, Dominion Resources, Inc., Office of Consumer Advocate, and Office 
of Small Business Advocate, have been served upon the parties, listed below, in accordance with 
the requirements of 52 Pa. Code 8 1.54 (relating to service by a party). 

VIA ELECTRONIC AND FIRST CLASS MAIL 

Shaun A. Sparks, Esquire 
Jennedy S. Johnson, Esquire 
Office of Consumer Advocate 
555 WaInut Street 
Fonun Place, 5~ Floor 
Harrisburg, PA 17101-1923 

Johnnie E. Simms, Esquire 
Allison C. Kaster, Esquire 
Office of Trial Staff 
Pennsylvania Public Utility Commission 

William T. Hawke, Esquire 
Janet L Miller, Esquire 
Ton L. Geisler, Esquire 
Hawke McKeon & Sniscak LLP 
100 N. 10th Street 
P. 0. Box 1778 
Harrisburg, PA 17105-1778 

Susan G. George, Esquire 
Deputy General Counsel 
Gas Distribution & Retail 

Commonwealth Keystone Building 
400 North Street - 2 West 
PO Box 3265 
Hanisbwg, PA 17105-3265 

Lauren M. Lepkoski, Esquire 
Sharon Webb, Esquire 
Office of Small Business Advocate 
Commerce Building, Suite 1 102 
300 North Second Street 
Harrisburg, PA 17101-1303 

DATED: September 4,2009 

Dominion Resources Services, Inc, 
D. L. Clark Bldg., Suite 500 
501 Martindale Street 
Pittsburgh, PA 15212-5835 

John F. Povilaitis, Esquire 
Ryan, Russell, Ogden & Seltzer, P.C. 
800 North Third Street, Suite 101 
Harrisburg, PA 17 101 

, 
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BEFORE THE 
PENNSYLVANIA PUBLIC UTILITY COMMISSION 

Administrative Law Judge Robert P. Meehan 

Joint Application for All of the Authority and the 
Necessary Certificate(s) of Public Convenience to 
Transfer All of the Issued and Outstanding Shares of 
Capital Stock of The Peoples Natural Gas Company, 
d/b/a Dominion Peoples, currently owned by 
Dominion Resources, Inc., to Peoples Hope Gas 
Companies LLC, an indirect subsidiary of Babcock 
& Brown Mastructure Fund North America, LP, 
and to Approve the Resulting Change in Control of 
The Peoples Natural Gas Company, d/b/a Peoples 

Docket No. A-2008-2063737 

JOINT PETITION FOR APPROVAL OF SETTLEMENT BETWEEN 
PEOPLES HOPE GAS COMPANIES LLC, 

THE PEOPLES NATURAL GAS COMPANY d/b/a DOMINION PEOPLES, 

OFPICE OF CONSUMER ADVOCATE, AND 
OFFICE OF SMALL BUSINESS ADVOCATE 

DOMINION RESOURCES, INC., \ 

Peoples Hope Gas Companies LLC (an indirect subsidiary of SteelRiver Infrastructure 

Fund North America LP ( W a  Babcock & Brown Infi-astructure Fund North America LP) 

(hereinafter “SteelRiver”)) (hereinafter “PH Gas” or the “Company”),1 The Peoples Natural Gas 

Company, d/b/a Dominion Peoples (currently owned by Dominion Resources, Inc. (hereinafter 

’ PH Gas is wholly-owned by LDC Holdings LLC, which is wholly owned by LDC Funding UC, which in turn is 
wholly owned by SteelRiver. 
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“Dominion”)) (hereinafter “PNGC”),2 Dominion, the Office of Consumer Advocate (hereinafter 

“OCA”), and the Office of Small Business Advocate (hereinafter “OSBA”)3 hereby submit this 

“Joint Petition for Approval of Settlement” (“Joint Petition”) and respectfully request that 

Administrative LAW Judge Robert P. Meehan recommend approval of, and the Commission 

approve, the abovecaptioned Joint Application consistent with the terms and conditions set forth 

in this Joint Petition? This Joint Petition represents a MI settlement of all issues between the 

Signatory Parties in the instant proceeding. The Commission’s Office of Trial Staff (“OTS”) is 

not a Signatory Party. Hess Corporation (“Hess”) is not a Signatory Party, but has indicated that 

it does not oppose the Settlement. 

r. HISTORY OF THE PROCEEDING 

1. On September 16,2008, Dominion Peoples and PH Gas filed a Joint Application seeking 

certificates of public convenience from the Commission, pursuant to 66 Pa. C.S. $5 1102, 

11 03, authorizing PH Gas to acquire all the outstanding stock of PNGC from Dominion. 

The proposed stock transfer constitutes a change of control according to the 

Comission’s guidelines and policy statement at 52 Pa Code 6 69.901. 

2. On October 2,2008, OTS filed its Notice of Appearance. On October 7,2008, the Office 

of Consumer Advocate (“OCA”) filed a protest to the Joint Application. On October 14, 

2008, the Office of Small Business Advocate (“OSBA”) filed a protest against the Joint 

Application. On October 14,2008, Hess filed a Petition to Intervene. No other protests 

or petitions to intervene were filed. 

Reference to “Dominion Peoples” is used herein where the Signatory Parties (defined below) intend to refer 
specifically to PNGC under the ownership of Dominion. The term “Joint Applicants,” as used herein, collectively 
refers to Dominion Peoples and PH Gas. 

The parties signing this Joint Petition are collectively referred to herein as the “Signatory Parties.” 
There is no separate Settlement Agreement. The Signatory Parties’ signatures affixed to this Joint Petition 4 

represent agreement to the terms and conditions contained herein, 

2 
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3. 

4. 

5.  

6. 

7. 

On October 16, 2008, the Joint Applicants filed the following direct testimony: PH Gas 

St. No. I, Direct Testimony of Christopher P. Kinney; PH Gas St. No. 2, Direct 

Testimony of Michael J, Cynrs; PW Gas St. No. 3, Direct Testimony of James L, Wanen; 

and Dominion Peoples St. No. 1, Direct Testimony of Bruce C. mink. 

The Joint Application was assigned to the Office of Administrative Law Judge for 

hearing and decision. A prehearing conference was held on November 13,2008, before 

Administrative Law Judge (“ALJ’,) Robert P. Meehan. A procedural and discovery 

schedule was set at the prehearing conference. 

The parties engaged in extensive discovery and amicably resolved all discovery disputes 

without having to involve the presiding officer. 

On December 18, 2008, the following direct testimony of the Public Advocates was 

served: OTS St. No. 1, Direct Testimony of Amanda Gordon; OSBA St. No. 1, Direct 

Testimony of Brian Kalcic; OCA St. No. 1, Direct Testimony of Ralph C. Smith, OCA 

St. No. 2, Direct Testimony of Aaron L. Rothschild; OCA St. No. 3, Direct Testimony of 

Barbara R. Alexander; and, OCA St. No. 4, Direct Testimony of Ralph E. Miller, Hess 

did not serve any direct testimony. 

On January 22, 2009, the Joint Applicants served the following rebuttal testimony: PH 

Gas St. No, IR, Rebuttal Testimony of Christopher P. Kinney; PH Gas St. No. 2R, 

Rebuttal Testimony of Michael J. Cyrus; PH Gas St. No. 3R, Rebuttal Testimony of 

James L. Warren; Dominion Peoples St. No. lR, Rebuttal Testimony of Bruce C. Klink; 

Dominion Peoples St. No. 2R, Rebuttal Testimony of William E. McKeown; arid, 

3 
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Dominion Peoples St. No. 3R, Rebuttal Testimony of Sadie Kroeck. The OSBA also 

filed OSBA St. No. 2, Rebuttal Testimony of Brian Kalcic. 

On February 6,2009, on an informal telephonic conference with ALJ Meehan, the Parties 

jointly requested a suspension of the previously established litigation schedule, which 

was granted at a prehearing conference on April 2, 2009. The litigation schedule was 

reestablished at prehearing conferences held on May 3,2009 and May 29,2009. 

On May 20, 2009, the Joint Applicants submitted the Supplemental Testimony of 

Christopher P. Kinney, PH Gas St. No. 1 (Supp.). 

On July 27, 2009, the Public Advocates submitted the following surrebuttal testimony: 

OTS St. No. 1-SR, Surrebuttal Testimony of Amanda Gordon; OSBA St. No. 3, 

Surrebuttal Testimony o f  Brian Kalcic; OCA St. No. IS, Surrebuttal Testimony of Ralph 

C. Smith; OCA St. No. 2S, Surrebuttal Testimony of Aaron L. Rothschild; OCA St. No. 

35, Surrebuttal Testimony of Barbara R. Alexander; OCA St. No. 4S, Surrebuttal 

Testimony of Ralph E. Miller. Hess did not serve any surrebuttal testimony. 

On August 7 and 10,2009, the Joint Applicants served the foIlowing rejoinder testimony: 

PH Gas St. No. IRJ, Rejoinder Testimony of Christopher P. Kimey; PH Gas St. No. 

2RJ-1, Rejoinder Testimony of Michael J. Cyrus; PH Gas St. No. 2RJ-2, Rejoinder 

Testimony of Michael J. Cyrus; PH Gas St. No. 3RJ, Rejoinder Testimony of James I. 

Warren; Dominion Peoples St. No. lRJ, Rejoinder Testimony of Bruce C. Klink; and, 

Dominion Peoples St. No. 1RJ-2, Additional Rejoinder Testimony of Bruce C. Klink. 

4 
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12. Evidentiary hearings were held before AW Meehan on August 12,2009. At the hearings, 

the Parties moved into evidence their respective testimonies and exhibits, and witnesses 

were cross-examined? The Joint Applicants and Hess entered into a Joint Stipulation 

which was entered into the evidentiary record. 

13. Pursuant to the procedural schedule set by AW Meehan, Main Briefs are due September 

1 1,2009. RepIy Briefs are due September 18,2009. 

11. TERMS AM) CONDITIONS OF SETTLEMENT 

The Signatory Parties agree to resolve all issues in the instant proceeding amongst the 

Signatory Parties on the following terms and conditions: 

A. Financial Conditions 

14. 

15. 

16. 

The existence of an acquisition premium for ratemaking purposes will be determined 

under the Uniform System of Accounts (Account 3 14). 

Any acquisition premium recorded on PNGC’s books will be permanently excluded from 

rate base in establishing future rates subject to the Commission’s jurisdiction. 

PNGC will not claim7 in any future rate proceedings, Transaction and Transition costs to 

complete the transaction designated as unrecoverable as such items are identified and set 

forth in Appendix A and any related tax effect for such items shall also be excluded in 

setting rates. 

Upon motion of the OTS, Dominion Peoples St. No. 1RJ-2, Additional Rejoinder Testimony of Bruce C. Klink, 
was excluded from the evidentiary record. 

5 
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PNGC’s debt costs will be established in future rate proceedings. It will be PNGC’s 

burden to demonstrate that its debt costs are reasonable. All parties reserve their right to 

review and challenge any debt cost claim. 

PNGC will not defer any Transaction or Transition costs identified in Paragraph 16 

above; such costs shall be borne exclusively by Peoples’ shareholders. 

On the closing date (“Closing Date”), Dominion will deposit an mount equal to $35 

milIion in cash into an irrevocable trust (‘Trust”) exclusively for the benefit of the 

ratepayers of PNGC. The deposited amount, plus interest earned thereon, net of taxes 

and Trust expenses, will be flowed to ratepayers as a distribution rate credit. 

The Trust will be established at a bank or trust institution selected by PH Gas and 

acceptable to the OCA, OTS and OSBA. The trustee (“Trustee”) of the trust will manage 

the affairs of the Trust, including deposits into the Trust, withdrawals fiom the trust, 

payment of Trust expenses, investment decisions and other Trust activities and the 

reporting thereof to the relevant parties pursuant to the terms of a trust agreement (“Trust 

Agreement”). The first $25,000 of costs and expenses of establishing and maintaining 

the Trust for its expected four year term will be an expense of the Trust and payable out 

of the Trust estate, The remainder of costs and expenses will be paid by PNGC and will 

not be recoverable from ratepayers. All interest earnings on investments in the Trust will 

inure to the benefit of the Trust estate; provided however that, to the extent that any party 

hereto is deemed to have earned taxable income on investment earnings of the Trust (but 

not its principal), then the Trustee shaIl pay to such party an amount equal to the tax due 

in respect of such earnings at such times as such taxes are payable. 

6 
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The Trust Agreement shall set forth the parameters pursuant to which Trust funds 

shall be invested by the Trustee, provided that the overarching objective of the Trustee 

will be the preservation of principal. The Trust Agreement will also set forth the terms 

upon which the Trustee will release to PNGC amounts sufficient to permit PNGC to 

apply a ratepayer credit to customers of PNGC equal to the $35 million initial investment 

plus interest earned thereon net of (i) any expenses of the Trust and (ii) payments related 

to taxes described in the previous paragraph. To the extent funds are available in the 

Trust to do so, PNGC will appIy a monthly ratepayer base rate credit for a period of 

approximately three years, until the h d s  in the trust have been exhausted, upon which 

the base rate credit will terminate. The credit shall be calculated on the assumption that 

fimds will be available in the Trust to apply the credit for three years, but the credit will 

terminate when the funds have actually been exhausted. At the end of each month, the 

Trust wiH pay to PNGC amounts equal to the credits applied to customer bills during that 

month. 

The credit will be allocated among the rate classes proportionate to any base rate 

revenue award in PNGC's next base rate proceeding. The base rate credit shall begin 

with the compliance filing following the final Commission Order in the next PNGC base 

rate proceeding. The base rate credit will apply to all classes of PNGC customers; 

however, the credit will not apply to any competitive customer receiving a discounted 

rate. 

20. The existing base rates of Dominion Peoples, will be capped until January 1,201 1, unless 

there are substantial changes in regulation or federal tax rates or policy. This paragraph 

shall not prohibit changes in rates pursuant to the State Tax Adjustment Surcharge. 
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21. PNGC will not propose a charge for recovery of costs associated with post test year plant 

additions @SIC mechanism) to become effective prior to January 1,201 1. 

22. Costs for any non-regulated capital projects or costs that are not for purposes of providing 

service to PNGC’s retail utility customers will be excluded from base rates and related 

financing costs will be excluded to establish the cost of capital for ratemaking purposes 

as will revenues from such services provided to entities other than retail utility customers. 

Revenues derived fiom the use of regulated assets shall be reflected in rates unless 

otherwise excluded by the Commission. This Settlement contains no determination of 

whether any Rager Mountain storage expansion is to be treated as a regulated or non- 

regdated asset. 

23. PNGC or PH Gas shall issue and maintain separately issued debt held by investors not 

affiliated with SteelRiver or its affiliates, unless the Commission determines that 

ratepayers will experience a net benefit from any other Company proposal. 

24. PNGC will not request a capital structure for ratemaking purposes which is outside the 

range of capital structures employed by comparable gas distribution companies. AI1 

parties reserve their right to review and challenge any proposed capital structure. 

25. For a three-year period following closing PNGC will provide thirty (30) day’s prior 

notice to the Commission, the OCA, OTS, and OSBA if it intends to make a distribution 

to PH Gas which distribution will cause its actual debt ratio, excluding working capital 

facilities, to exceed 55% of total capitalization, 



26. 

27. 

28. 

29. 

30. 
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LDC Holdings’ consolidated long term debt ratio as a percent of total capitalization shall 

not exceed 60% for any period longer than one year absent approval fiom the 

Commission. Any request for approval will be considered on an expedited basis, if so 

requested. 

PNGC will be ring fenced from other companies owned by SteefRiver as described in the 

Joint Application and in the Response to Interrogatory OTS-8 (attached as Appendix B). 

PNGC’s dividends to PH Gas shall be limited to no more than 100% of retained earnings. 

PNGC shall not do the following except as approved by the Commission upon a showing 

of net benefit to retail customers: 

a. guarantee the debt or credit instruments of PH Gas, LDC Holdings, LDC 

Funding, SteelRiver or any affiliate not regulated by the Commission; 

b. mortgage utility assets on behalf of PH Gas, LDC Holdings, LDC 

Funding, SteelRiver or such affiliates other than in conjunction with 

financing provided by PH Gas to PNGC; or 

c. loan money or otherwise extend credit to PH Gas, LDC Holdings, LDC 

Funding, SteelRiver or such affiliates €or a term of one year or more. 

B. Books and Records 

PNGC shall maintain reasonable accounting controls and pricing protocols to govern 

transactions with affiliates, and provide the Commission, OTS, OCA and OSBA 

reasonable access to the books, records and personnel of PNGC’s affiliates where 

9 
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necessary for the Commission to adequately review PNGC’s purchases of goods or 

services from those affiliates. 

3 I.  Upon written request, PH Gas and its subsidiaries will provide the Commission, the OTS, 

the OCA and the OSBA reasonable access to the books and records, officers and staff of 

PH Gas and its subsidiaries. However, nothing set forth herein shall constitute or be 

interpreted as a waiver by PH Gas or its subsidiaries of its right to raise traditional 

discovery objections to any such requests, including, but not limited to, objections on the 

basis of relevance and privilege. In addition, before responding to any such requests, PH 

Gas and its subsidiaries shall be permitted to require the imposition of protections they 

deem necessary to prohibit disclosure of proprietary or confidential information. 

32. PNGC, and its parents (including SteelRiver), will provide, upon request, to the 

Commission, OTS, ,OCA and OSBA, in connection with rate proceedings and other 

proceedings before the Commission presentations given by SteelRiver or PNGC to 

common stock, bond, or bond rating analysts, that directly, or indirectly pertain to PNGC. 

33. PNGC will seek Commission approval of all new or amended agreements with affiliates 

consistent with Chapter 21 of the Public Utility Code. 

34. PH Gas and its subsidiaries shall provide the UTS, OCA and OSBA with a copy of any 

reports filed with the US Securities and Exchange Commission upon request. 

35. For the five (5) calendar years following closing, PNGC will provide an annual report to 

the Commission as to the status of all material commitments made in any settlement. 

10 
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C. Corporate Cost Allocations 

36. PNGC’s corporate cost allocations will include a rent charge for the percentage of space 

occupied by employees who provide services to an affiliate, and a supplies charge for 

supplies the employee may use in providing services to affiliates. 

37. PNGC’s corporate cost allocations will provide that all charges by PH Services to PNGC 

will be at cost, provided that nothing herein shall affect PNGC’s burden of proof under 

66 Pa. C.S. 0 2106. 

D. Management 

38. SteelRiver will not permit a change in ownership in PNGC, including as consequence of 

termination of SteelRiver, without prior Commission approval if such change would 

result in a change in control under the then-applicable Commission standards. 

39. The CEO of PNGC will be a member of the governing board of PH Gas. 

40. SteelRiver will continue to maintain PNGC’s corporate headquarters in PNGC’s service 

area and in or near Pittsburgh, Pennsylvania. PNGC agrees not to move PNGC 

headquarters outside PNGC service territory for at least a ten year period and will only do 

so after that time upon Application to and approval by the Commission. 

41, PNGC commits to maintain field offices in its service territory and staffing levels that are 

sufficient to provide safe and reliable service. PNGC will provide annual reports to the 

Commission, OTS, OSBA, and OCA regarding field offices and staffing levels in its 

service territory for a period of five years. 
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E. Reliabilitv and Customer Service 

42. PNGC commits to make customer service metrics a priority. To that end, PNGC 

commits to the specific quality of service metrics attached hereto as Appendix Cy in 

accordance with paragraph 45 below. 

43. For a maximum period of up to 18 months after the Closing, and pursuant to the terms 

(including, without limitation, the payment terms) of the Transition Services Agreement 

(“TSA”), PNGC will use Dominion for, and Dominion will provide, customer service 

arrangements. Prior to the end of such 18 month period, PH Gas shall (i) employ 

adequate staff and supervisory personnel to allow PNGC or its affiliates to succeed 

Dominion in performing the full customer service functions; or (ii) cause PNGC to 

execute (and obtain Commission approval in accordance with, and subject to, 7 44 below) 

a contract with one or more third parties to succeed Dominion in performing customer 

service functions that will not be provided by employees of PNGC or its affiliates. 

PNGC will conduct an RFP for customer service arrangements that will not be performed 

by PNGC, after consultation with OTS, OCA, OSBA and the Commission’s Bureau of 

Consumer Services as to the specifications of the RFP. The RFP will be issued to 

prospective bidders within six months of the closing 

44. PNGC will submit a filing containing the proposed contract with the selected vendor (the 

“Selected Customer Service Vendor”) for customer service arrangements to the 

Cornmission and the parties for consideration, review and approval by the Commission at 

a separately docketed proceeding. The parties shall be given the opportunity to provide 

written comments on the contract. The Commission shall approve or reject the contract 
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within 90 days of filing. PNGC will arrange a back up supplier for provision of customer 

service functions that cannot be provided by PNGC in the event that contract with the 

selected vendor is not approved in sufficient time to become operational at the end of the 

18 month TSA period. 

45. PNGC wiIl provide a report to OCA, OTS, and OSBA each calendar year following 

commencement of service by the Selected Customer Senrice Vendor ox assumption of 

such functions by the staff of PNGC or its affiliates regarding its achievement of the 

service quality metrics in Appendix C. Such reports shall continue for three calendar 

years aRer selection of the Selected Customer Service Vendor or assumption of such 

functions by the staff of PNGC or its affiliates. The report will outline the actual metrics 

achieved and additional actions expected to be taken in the following year to further 

improve customer service. If the Company has not achieved an identified metric (in 

Appendix C), the report will also include the reasons for the failure and the Company’s 

detailed plan to reach the service quality metric and will fotlow the reporting procedures 

set forth in Paragraph 46. PNGC will then convene a collaborative with OCA, OTS and 

the OSBA to discuss such report. The Commission may, upon motion of any Party or 

upon its own motion, open a formal proceeding. If, following such a collaborative, OTS, 

OCA or OSBA request a proceeding before the Commission, PNGC will not oppose the 

initiation of such a proceeding. 

46. PNGC will commit to assess and identify areas of necessary improvement and submit 

that analysis to the Commission, OCA, OTS and OSBA within 180 days of closing for 

their review and comment. This review will additionally outline cost effective systems 

for improvement of customer service and expected service improvements. 

13 
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47. 

48. 

- 

49. 

50. 

51. 

Nothing in this Settlement is intended to restrict the Company’s right to request recovery 

of new systems to improve service, including as a consequence of an existing system’s 

age, obsolescence or other requirements, as appropriate, in future rates. Any such request 

will be subject to review for reasonableness and prudence in accordance with rate making 

principles. 

No party waives any right to request that the Commission order penalties in any 

proceeding convened to investigate the Company’s noncompliance with the service 

metrics in Appendix C. 

Nothing contained herein is intended to limit the authority of the Commission, the Bureau 

of Consumer Services, the Bureau of Safety and Compliance or other Bureaus of the 

Commission fiom performing their duties and making recommendations, including 

recommendations regarding fines, for failure of PNGC to perform in any of the areas 

contained in Appendix C. 

F. Universal Service 

PNGC will continue to fund its Customer Assistance Program (“CAP”) consistent with 

its needs analysis approved in conjunction with the Dominion Peoples currently approved 

Universal Services Plan. 

PNGC will manage its CAP program similar to that of Columbia Gas in that it will 

partner with an agency that: (a) can substantially increase the number of intake sites; (b) 

is an administrator of utility CAP programs for the EDCs or NGDCs in their territory; (c) 

14 
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recruits and partners with multi-service agencies; and, (d) uses a case management 

system to track and monitor refemals and enrollments into utility programs. 

52. PNGC will be permitted to recover CAP costs under Dominion Peoples’ existing 

recovery mechanism for CAP costs. PNGC may propose changes to the recovery 

mechanism, which any party to the Settlement may oppose, for review by the 

Commission. The provisions of Paragraph No. 20 shall not limit implementation of any 

change to PNGC’s recovery mechanism. Nothing in this Settlement shall be construed to 

alter the settlement reached in Pennsylvania Public Utility Commission v. The Peoples 

Natural Gas Company d/b/a Dominion Peoples, Docket No. R-0005 1093. 

53. PNGC will match customer contributions to its Hardship Fund with up to $300,000 of 

shareholder funds annually for three years commencing January 1, 2010. PNGC will 

provide up to $50,000 annually in administrative funds for a three-year period 

commencing January 1, 2010. PNGC will review possible ways to increase outreach to 

customers to attempt to increase customer contributions and will provide a report to the 

Commission and OCA. 

54. PNGC will commit to an increase in LIURP funds to $768,000 per year with the amount 

above the current $610,000 per year to be borne by the Company until the end of the 

period in Paragraph 20. Any funds not used in one year will roll-over on into the next 

calendar year. Funding on this basis will continue until the effective date of rates set in 

the next base rate proceeding. 
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G. Communitv Commitment 

55. For a period of not less than five years, PNGC will provide corporate contributions and 

community support in southwestern Pennsylvania in a total amount that is at least 

equivalent to the amount provided by PNGC in 2007 ($18,250). 

56. Services that are currently performed for PNGC outside of Pennsylvania, such as call 

center support, customer billing and payment and customer relations, will be returned to 

Pennsylvania. 

PNGC will continue to comply with the Commission’s diversity policy, 52 Pa. Code $5 57. 

69.801 -69.809. 

H. Gas Purchasing 

58. PNGC will retain or designate an officer (the “Responsible Officer”) with experience and 

qualifications in gas supply matters. The ResponsibIe Officer will be responsible for the 

review and independent evaluation of all substantive changes in contracts for gas supply 

transportation, storage or procurement obligations (“Gas Supply Services”). Any such 

contract will remain a contract between PNGC and the provider of the gas supply service. 

59. PNGC will retain adequate gas supply procurement oversight personnel on staff. PNGC 

will include these individuals among its expert witnesses in its I307(f) proceedings. 

60. For a maximum period of up to 18 months after the Closing and pursuant to the terms 

(including, without limitation, the payment terms) of the TSA, PNGC will use Dominion 

for, and Dominion will provide, gas purchasing and supply arrangements after closing. 
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In such 18 month period, PH Gas either (i) shall employ adequate staff and supervisory 

personnel to allow PNGC or its affiliates to succeed Dominion in performing the full gas 

procurement functions; or (ii) cause PNGC to execute (and obtain Commission approval 

in accordance with 761) a contract with a third party to succeed Dominion in performing 

procurement functions that will not be provided by employees of PNGC or its affiliates. 

PNGC will conduct an RFP for gas procurement that will not be performed by PNGC, 

after consultation with OTS, OCA, and the OSBA as to the specifications of the RFP. 

The RFP will be issued to prospective bidders within six months of the closing. 

61. PNGC will submit a filing containing the proposed contract with the selected vendor (the 

“Selected Gas Procurement Vendor”) for gas procurement hct ions to the Commission 

and the parties for consideration, review and approval by the Commission as a separately 

docketed proceeding. OTS, OCA and OSBA shall, commencing on the date of the filing, 

have full discovery rights with regard to the contract and PH Gas/PNGC will provide the 

parties with informal discovery as requested. The parties shall be given the opportunity 

to provide written comments on the contracts. The Commission shall approve or reject 

the contract within 90 days of filing. PNGC will arrange a back up supplier for the 

provision of gas procurement functions that cannot be provided by PNGC in the event 

that the contract with the selected vendor is not approved in sufficient time to become 

operational at the end of the 18 month TSA period. 

62. PNGC must comply with the Commission approved 1307(fJ plan current at the time of 

closing. 

17 
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I 
1 63. If PNGC outsources gas procurement bctions, any contracts with its gas supply and 

procurement contractors for ’such service will include protective provisions. Three such 

provisions which must be included in these contracts, are as follows: (i) PNGC has the 

ight  to audit all the books and records associated with any buying, selling or other 

activities that may affect PNGC; (ii) Parties to any PNGC 1307(f) proceeding have 111 

discovery rights as to any gas supply and procurement vendor, including, subject to 

confidentiality protections, the right to discovery about the vendor’s transactions with its 

affiliates, and such vendor must Comply with the procedural schedule established in each 

13070 proceeding (regarding discovery); and, (iii) the Gas Supply and Procurement 

Vendor must present a witness to testify in PNGC 1307(f) proceedings. 

64. Should PNGC contract with an external Procurement Services Provider (‘PSP’’), PNGC 

will include provisions in the contract with the PSP to provide all information to the 

Commission and Parties that would be required to be provided by PNGC if it were 

purchasing gas supplies subject to the Commission’s discovery and confidentiality rules. 

I. Retail Suaplv Comaetition 

65. PNGC will convene a collaborative conference with interested parties, including the 

OCA, OTS, OSBA and interested natural gas suppliers, within I2 months of closing in 

order to develop a strategy to promote retail natural gas supply competition. 

J. Lost and Unaccounted For Gas , 

I 
I 
1 66. Pursuant to the settlement in Dominion Peoples 2008 1307(f) proceeding, Dominion 
I 

Peoples committed to the following: I 
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Dominion Peoples will immediately initiate steps to begin monitoring 

Unaccounted for gas (,,UFG’,) levels on its gathering system. Dominion 

Peoples will begin to quantifi UFG levels as soon as possible once an 

initial detailed operational review of its gathering system is conducted. 

?%is review is needed in order to separately identifi and segment, among 

other things: 

a. all gas measurement points (and associated volumes) 

where gas is delivered from the gathering system into the transmission 

system; 

b. all end-use customers (and associated volumes) that are 

located on the gathering system; and 

c, all gas used in the operation of compression and 

dehydration units located on the gathering system. 

Dominion Peoples will provide available gathering system UFG data and 

report related findings in its 2009 13070 proceeding. 

Following the closing, PNGC will review Dominion Peoples’ initial detailed operational 

review of the gathering system and the Commission’s findings in Dominion Peoples’ 

2009 130’70 proceeding and PNGC’s 2010 1307(f) proceeding. It will conduct a review 

of Dominion Peoples’ prior efforts to reduce UFG and examine alternative additional 

measures to reduce UFG - including costs to implement such measures and potential cost 

savings that might be derived from implementing additional measures to reduce UFG. 
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PNGC will present a report to OSBA, OTS and OCA with regard to the results of such 

investigation no later than the filing of PNGC’s 201 1 1307(f) proceeding. Nothing in this 

Settlement is intended to affect any obligations of PNGC to control UFG that may be 

ordered by the Commission in the proceeding at Pennsylvania Public Utility Cornmission 

v. ?he Peoples Natural Gas Company d/b/a Dominion Peoples, Docket No. R-2009- 

2088069. 

67. The Parties stipulate that for ratemaking, deferred taxes will be per PNGC’s books as 

calculated under federal normalization rules (and reflecting the appropriate deferred tax 

elements for ratemaking purposes such as taxes associated with CIAC) and no party will 

propose or support an adjustment to this treatment related to this acquisition. 

68. This Settlement is conditioned upon the Commission granting all necessary approvals for 

the acquisition and all proposed changes in corporate structure including the conversion 

of PNGC to an LLC by merger into a new corporation under Pennsylvania law. The 

Parties agree that they will not oppose Security Certificate filings and related affiliate 

interest filings by PNGC necessary to refinance Dominion Peoples notes to Dominion as 

described in the Application. 

111. REASONS THAT SETTLEMENT IS IN THE PUBLIC INTEREST 

69. Commission policy promotes settlements. See 52 Pa. Code $ 5.23 1. Settlements lessen 

the time and expense the parties must expend litigating a case and, at the same time, 

conserve precious administrative resources. The Commission has indicated that 

20 
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settlement results are often preferable to those achieved at the conclusion of a klly 

litigated proceeding. See id. fi 69.401. In order to accept if settlement, the Commission 

must first determine that the proposed terms and conditions are in the public interest. Pa. 

Pub. Util. Comm’n v. Yurk Wirter Cu., Docket No. R-00049165 (Order entered Oct. 4, 

2004); Pa. Pub. Utile Cornm’n v. C.S. Wirter and Sewer Assocs., 74 Pa. P.U.C. 767 

(1 991). As will be detailed in the Signatory Parties’ Statements in Support of Settlement, 

the instant Settlement is in the public interest because, with the conditions imposed 

herein, the proposed transaction will provide substantial affirmative public benefits. 

IV. PROCEDURAL CONDITIONS OF SETTLEMENT 

74. The Settlement is conditioned upon the Comission’s approval of the terms and 

conditions contained in this Joint Petition without modification. If the Commission 

21 

Approval of the Settlement will lessen the time and expenses that the Signatory Parties, 

and the Commission, must expend on the proceedings. 

The Settlement resolves all issues in the instant proceeding between the Signatory 

Parties. 

There were no customer protests against the Joint Application, 

The Signatory Parties will Mher  supplement the reasons that the Seti,tment is in the 

public interest in their Statements in Support of Settlement, which will be filed no later 

than September 11,2009. 

IV. PROCEDURAL CONDITIONS OF SETTLEMENT 

74. The Settlement is conditioned upon the Comission’s approval of the terms and 

conditions contained in this Joint Petition without modification. If the Commission 
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modifies the Settlement, any Signatory Party to this Joint Petition may elect to withdraw 

from the Settlement and may proceed with litigation and, in such event, the Settlement 

shall be void and of no effect. Such election to withdraw must be made in writing, filed 

with the Secretary of the Commission and served upon all Parties within five business 

days after the entry of an Order modifying the Settlement. 

75. This Settlement is proposed by the Signatory Parties to this Joint Petition to settle and 

forever resolve all issues in the instant proceeding. If the Commission does not approve 

the Settlement and the proceedings continue, the Signatory Parties reserve their 

respective procedural rights. The Settlement is made without any admission against, or 

prejudice to, any position which any Signatory Party may adopt in the event of any 

subsequent litigation of these proceedings, or in any other proceeding. 

76. The Signatory Parties to this Joint Petition acknowledge that the Settlement reflects a 

compromise of competing positions and does not necessarily reflect any party’s position 

with respect to any issues raised in this proceeding, The Signatory Parties agree that the 

Settlement shall not constitute or be cited as precedent in any other proceeding, except to 

the extent required to implement the Settlement. 

77. The Signatory Parties to this Joint Petition agree to support this Settlement in any 

Statements in Support, briefs and other filings, including exceptions and replies to 

exceptions, that they may elect to file in this proceeding. 

78. The Settlement may only be amended by a written document duly agreed to and executed 

by the Signatory Parties to this Joint Petition. 
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v. CONCLUSION 

WHEREFORE, Peoples Hope Gas Companies LLC (an indirect subsidiary of SteelRiver 

Infrastructure Fund North America LP), The Peoples Natural Gas Company d/b/a Dominion 

Peoples, Dominion Resources, Inc., the Office of Consumer Advocate, and the Office of Small 

Business Advocate, by their respective counsel, respectfully request as follows: 

(a) That the Honorable Administrative Law Judge Robert P. Meehan recommend 

approval of, and the Commission approve, this Joint Petition for Approval of Settlement 

including all terms and conditions thereof without modification; and, 

(b) That the Commission issue certificates of public convenience evidencing approval 

under Section 1102(a)(3) of the Pennsylvania Public Utility Code, 66 Pa. C.S. 0 11 02(a)(3), of 

the acquisition by transfer of all of the issued and outstanding shares of capital stock of The 

Peoples Naturd Gas Company, d/b/a Dominion Peoples, currently owned by Doninion 

Resources, Inc., to Peoples Hope Gas Companies LLC, an indirect subsidiary of SteelRiver 

Infrastructure Fund North America LP, and approval of the resulting change in control of The 

Peoples Natural Gas Company, d/b/a Dominion Peoples. 
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David P. Zambito, Attorney I.D, No. 
Post & Schell, P.C. 
17 North Second Street 
12th and 14th Floors 

Telephone: 717-731-1970 
Facsimile: 717-731-1985 
E-mail: mgang@postschell.com; dzambito@postschell.com 
Counsel for 
Peoples Hope Gas Companies YC, an indirect subsidiary 
of SteelRiver Infrastructure Fund North America LP 

Harrisburg, PA 1’7101-1601 
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William T. Hawke, Esquire, Attorney I.D. No. 19595 
Janet L. Miller, Esquire, Attorney I.D. No. 63491 
Ton L. Giesler, Esquire, Attorney I.D. No. 207742 
Hawke McKeon & Sniscak LLP 
100 N. Tenth Street 
P. 0. Box 1778 

Telephone: 717-236-1300 
Facsimile: 71 7-236-4841 
E-mail: wthawke@hmslegd.com; jlmiller@hmsIegal,com; 
tlgiesler@hmslegal .corn 
Counsel for 
The Peoples Natural Gas Company, &/a Dominion 
Peoples, and Dominion Resources, Inc. 

Harrisburg, PA 17 105-1 778 

* 
Shaun A. Spark\, Es#ire 
Jennedy S. Johnson, Esquire 
Offce of Consumer Advocate 
555 Walnut Street 
Forum Place, 5* Floor 

Telephone: 717-783-5048 
Facsimile: 71 7-783-71 52 
E-mail: SSparks@paoca.org; JJohnson@paoca.org 
Counsel for Ofice of Consumer Advocate 

Harrisburg, PA 17101-1923 
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Date: ?/YJBq 
Sharon Webb, Esquire 
Office of Small Business Advocate 
Commerce Building, Suite 1 102 
300 North Second Street 
Harrisburg, PA 17101-1303 
Telephone: 71 7-783-2525 
Facsimile: 7 1 7-783-283 1 
E-mail: llepkoski@state.pa.us; swebb@state.pa.us 
Counsel for w e e  of Small Business Advocate 
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Pennsylvania Public Utility Commission W-01303A-15-0131 
Commonwealth of Pennsylvania 

Docket No. A-2008-2063737 
The Peoples Natural Gas Company, Dominion Resources, lnc. 

and Peoples Hope Gas Companies LLC 
Joint Appljcation 

Page 32 of34 

Office of Trial Staff Interrogatories ("OTW) 
Set No. I 

Interrogatories and Document Requests Served October 6,2008 

OTS - 8 Identify any additional planned financial safeguards to be adopted post-merger to protect 
the independent financial integrity of Peoples Natural Gas Company. 

RESPONSE: By: Cliff LOSh - BBIFNA 

As described in the Joint Application, including the corporate diagram provided in Appendix E thereto, 
post-merger, the structure of the Transaction provides several safeguards to protect the financial integrity 
of Peoples in addition to those safeguards that exist currently. These additional safeguards inctude: 

Maintaining Peoples as a separate, single purpose corporate entity; 

Establishing a "sister" entity (PH Services) that will provide essential services to Peoples (and 
Hope) on an arms-length basis consistent with a Commission-approved affiliated interest 
agreement; 

Establishing at least one single purpose holding company (Holdings) above PH Gas (the direct 
parent of Peoples, Hope and PH Services) thereby separating Peoples from any other of 
BBIFNA's businesses and separating other BBIFNA businesses from that of Peoples; 

Committing to a capital structure for Peoples that timits debt (other than working capital 
borrowings) at Peoples to no more than 45-55% of total capitalization without notification to the 
Commission, OCA and OSBA; 

' Committing that the outstanding debt of Peoples would be held by investors unaffiliated with 
Peoples unless notification is given to the Commission, OCA.and OSBA; 

A corporate structure whereby PH Gas will provide a guarantee of the Senior Term Loan Facility 
of each of Peoples and Hope, under which equity distributions by PH Gas to Holdings will be 
restricted and wilt be available to service the Senior Term Loan Facility of either of Peoples or 
Hope to the extent that there is a shortfall in cash flow available to pay the debt service of such 
utility; 

In addition, the Senior Credit Facilities referred to on Page 20 of the Joint Application contain a series of 
affirmative and negative covenants intended to safeguard the financial integrity of Peoples (and Hope). 
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Performance Indicator 
1. Call Center: % calls answered w/in 30 

Proposed Annual Performance Standard 
70% in Year 1; 75% in Year 2; 80% in Year 3 

2. 
3. 

Call Center: Average busy-out Rate 
Call Center: Average Call Abandonment 

Below 0.5% 
7% in Year 1 ; 6% in Year 2; 5% in Year 3 

Rate 
# of Customer disputes not issued a 4. No more than 3% of the Total Number of 
report within 30 days 
% of Meters not read as required by 5 .  

6541 389v2 Appendix C 

disputes filed 
Not read in 6 months: .25% 

56.12(4) (ii-6 mos.) and (iii-12 rnos.) 
6. Gas Safety Response Time 

7. Percent of bills not rendered once every 

Not Read in 12 months: .03% 
No degradation from the Companies threeyear 
average response times of 97% in 60 minutes. 
,01% 



Attachment RCS-6 
Docket Nos. W-01732A-15-0131& 

Page 1 of 19 
W-01303A-15-0131 

BEFORE THE 
PENNSYLVANIA PUBLIC UTILITY COMMISSION 

Joint Application for All of the Authority 
and the Necessary Certificates of Public 
Convenience to Transfer All of the Issued 
and Outstanding Shares of Capital Stock of 
T. W. Phillips Gas and Oil Co., currently 
owned by TWP INC., to LDC Holdings I1 
LLC, an indirect subsidiary of SteelRiver 
Infrastructure Fund North America LP, and 
to Approve the Resulting Change in 
Control of T. W. Phillips Gas and Oil Co. 

: 

: 
: 

: 
: 
: 

Docket No. A-2010-2210326 

~ 

JOINT PETITION FOR APPROVAL OF SETTLEMENT OF ALL ISSUES 

TO THE HONORABLE DAVID A. SALAPA AND CONRAD A. JOHNSON 

I. INTRODUCTION 

T. W. Phillips Gas and Oil Co. (“T. W. Phillips”), TWP INC. (“TWP”), LDC Holdings I1 

LLC (“Holdings II”),’ the Office of Trial Staff (“OTS”) of the Pennsylvania Public Utility 

Commission (“Commission’), the Office of Consumer Advocate (“OCA”), the Office of Small 

Business Advocate (“OSBA”), and the Pennsylvania Independent Oil and Gas Association 

(“P 10GA”): all parties to the above-captioned proceeding (hereinafter, singularly “Signatory 

Party” and collectively “Signatory Parties”), hereby join in this “Joint Petition for Approval of 

Settlement of All Issues” (“Settlement”) and respecthlly request that Administrative Law Judges 

David A. Salapa and Conrad A. Johnson (the “ALJs”) and the Commission approve the above- 

captioned Joint Application (“Joint Application”) consistent with the terms and conditions set 

Hereinafter, T. W. Phillips, TWP, and Holdings I1 will collectively be referred to as the 

ln addition, T. W. Phillips Large Users Group (“TWPLUG”), the only other active party in this 

I 

“Applicants.” 

proceeding, has indicated that it neither supports nor opposes the Settlement. 
2 

73 02 %2v6 
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forth in this Settlement. This Settlement represents a full settlement of all issues between all 

parties in the instant proceeding. In support of the Settlement, the Signatory Parties state the 

following: 

11. BACKGROUND 

1. T. W. Phillips is a “public utility” and a “natural gas distribution company” as 

those terms are defined in Sections 102 and 2202 of the Public Utility Code, 66 Pa. C.S. $0 102, 

2202. T. W. Phillips provides natural gas services to approximately 63,000 customers 

throughout its service territory, which includes all or portions of the following Pennsylvania 

counties: Allegheny, Armstrong, Beaver, Butler, Cambria, Clarion, Clearfield, Indiana, 

Jefferson, and Westmoreland. 

2. Holdings I1 is a Delaware limited liability company formed to effectuate the 

transaction proposed by the Joint Application (“Proposed Transaction”) and acquire the common 

stock of T. W. Phillips under the Stock Purchase Agreement, executed on November 1, 2010, 

between TWP and Holdings I1 (“SPA”) (a copy of which was attached to the Joint Application). 

Holdings I1 is a wholly owned subsidiary of LDC Funding LLC (“Funding”). Funding is a 

Delaware limited liability company and a wholly-owned direct subsidiary of SteelRiver 

Infrastructure Fund North America LP (“SRIFNA”). SRIFNA is an independent investment 

fund specializing in infrastructure assets. SRIFNA’s investment focus is to invest for the long- 

term in infrastructure businesses that provide essential services. 

L) 
3. SRIFNA currently owns and manages infrastructure investments throughout 

North America, with committed capital in excess of $1.9 billion. 

4. On November 10, 2010, the Applicants filed with the Commission the Joint 

Application requesting all necessary approvals authorizing the transfer by sale of 100% of the 

2 
7302992~6 
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issued and outstanding common stock of T. W. Phillips, currently owned by TWP, to Holdings 

11. 

5. On November 16,201 0, a Secretarial Letter was issued directing the Applicants 

to publish notice of the proposed transaction once in a newspaper having a general circulation in 

the area involved and file proof of publication with the Commission. The Applicants filed Proof 

of Publication with the Commission on December 13,201 0. 

6. On December 7, 2010, a Petition to Intervene was filed by the Utility Workers 

Union of America, Local 242 (“Local 242”). On January 18,201 1, Local 242 filed a Petition for 

Leave to Withdraw its Petition to Intervene, which was granted on February I , 201 1. 

On December 13,2010, Protests were filed by OCA and TWPLUG. 

On December 13, 2010, a Petition to Intervene was filed by PIOGA. 

7. 

8. On 

December 23,2010, a Notice of Appearance was filed on behalf of PIOGA. 

9. On December 13, 2010, OSBA filed a Notice of Appearance, Notice of 

Intervention and Protest, and a Public Statement. 

10. 

11, 

On December 14,2010, a Notice of Appearance was filed on behalf of OTS. 

On January 11, 201 1, the Applicants served the following prepared direct 

testimonies and accompanying exhibits: Direct Testimony of Christopher P. Kinney, Joint 

Applicants’ Statement No. 1 (Highly Confidential and Public Versions); Direct Testimony of 

Morgan K O’Brien, Joint Applicants’ Statement No. 2; and Direct Testimony of Robert M. 

Hovanec, Joint Applicants’ Statement No. 3. 

12. On January 13, 201 1, the Commission issued a notice scheduling a prehearing 

conference in the above-captioned matter on January 3 1,201 1. 

7302992~6 
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13. The Signatory Parties undertook extensive formal and informal discovery, prior 

and subsequent to the initial prehearing conference. 

14. An initial prehearing conference was held before the ALJs on January 31,2011. 

The Signatory Parties filed prehearing memoranda identifylng potential issues and witnesses. A 

litigation schedule was established. 

15. Pursuant to the request of the Signatory Parties, the due date for Non-Applicant 

Direct Testimony was extended until April 1,201 1 by order of ALJ Salapa dated April 1,201 1. 

16. OSBA served the following direct testimony and accompanying exhibits on 

March 3 1, 201 1 : Direct Testimony of Brian Kalcic, OSBA Statement No. 1, On April 1, 201 1, 

OTS and OCA served the following direct testimony and accompanying exhibits: Direct 

Testimony of Amanda Gordon, OTS Statement No. 1; Direct Testimony of Joseph Kubas, OTS 

Statement No. 2; Direct Testimony of Ralph C, Smith, OCA Statement No. 1 (Highly 

Confidential and Public Versions); and Direct Testimony of Barbara R. Alexander, OCA 

Statement No. 2. TWPLUG and PIOGA did not serve any direct testimony or exhibits. 

17. Settlement discussions were held which produced a settlement in principle of all 

issues on April 4, 201 1. On April 8, 201 1, the Signatory Parties advised the ALJs of the 

settlement in principle and, at the request of the Signatory Parties, the ALJs suspended the 

procedural schedule. 

18. In conjunction with this Settlement, 

Stipulation for Admission of Evidence for the adm- 

the Signatory Parties have entered into a 

ssion by stipulation of prepared testimony 

and exhibits into the record. The Signatory Parties reserve the right to object to testimony and 

exhibits, present further testimony and exhibits, and to cross-examine witnesses at evidentiary 

hearings if further litigation of this proceeding is required. 

4 
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19. The Settlement is set forth in the following Section III. 

111. SETTLEMENT 

20. The following terms of this Settlement reflect a carefully balanced compromise of 

the interests of all of the Signatory Parties in this proceeding. The Signatory Parties 

unanimously agree that the Settlement, which resolves all issues, is in the public interest. The 

Signatory Parties respectfully request that the Joint Application, as modified by the Settlement, 

be approved in its entirety subject to the terms and conditions of this Settlement specified below. 

A. APPROVAL OF TRANSFER AND ISSUANCE OF CERTIFICATES OF 
PUBLIC CONVENIENCE 

21. The Commission shall issue certificates of public convenience authorizing the 

transfer by sale of all of the issued and outstanding stock of T. W. Phillips to Holdings I1 and 

authorizing the conversion of T. W. Phillips to an LLC by merger into a new corporation under 

Pennsylvania law, and grant all other approvals as may be appropriate, customary or necessary to 

carry out the Proposed Transaction set forth in the Joint Application. 

B. FINANCIAL CONDITIONS 

22. The existence of an acquisition premium for ratemaking purposes will be 

determined under the Uniform System of Accounts (Account 1 14). 

23. Any acquisition premium recorded on T. W. Phillips’ books will be permanently 

excluded fiom rate base in establishing future rates subject to the Commission’s jurisdiction. 

24. T. W. Phillips will not claim, in any future rate proceedings, Transaction and 

Transition costs to complete the transaction and any related tax effect for such items shall also be 

5 
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excluded in setting rates. The transaction and transition cost categories designated as 

unrecoverable are set forth in “Appendix A.” 

25. T. W. Phillips’ debt costs will be established in future rate proceedings. It will be 

T. W. Phillips’ burden to demonstrate that its debt costs are reasonable. All Signatory Parties 

reserve their right to review and challenge any debt cost claim. 

26. T. W. Phillips will not defer any Transaction or Transition costs identified 

pursuant to Paragraph 24 above and such costs shall be borne exclusively by T. W. Phillips’ 

shareholders, 

27. T. W. Phillips will provide a rate credit in a future rate case under the following 

terms and conditions: 

(a) ‘If the effective date of the first general base rate case increase following the 

closing is within five years of the Closing Date, T. W. Phillips will provide base 

rate credits to customers in the total amount of $10 million. 

(b) If the effective date of the first general base rate case following the closing is . 

more than five years and less then 10 years after the Closing Date, T. W. Phillips 

will provide base rate credits to customers in the total amount of $5 million. 

(c) Any base rate credit provided for in subparagraphs 27(a) or 27(b) shall be used to 

reduce the rates determined in the general rate proceeding and will be allocated to 

the classes in proportion to the revenues approved in the rate proceeding. Rase 

rate credits shall not be applied to reduce the bills of customers that receive 

contract rates. 

6 
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(d) Any base rate credit will be designed to provide the amounts allocated to each 

class over not less than a three-year period but not more than a five-year period 

and will terminate upon exhaustion of the amounts allocated to each class. 

28. T. W. Phillips will not increase its existing base distribution rates prior to January 

1 ,  2014, unless there are substantial changes in regulation or federal tax rates or policy. This 

paragraph shall not prohibit changes in rates pursuant to the State Tax Adjustment Surcharge 

(“STAS”), Merchant Function Charge or the Universal Service Program charge. If authorized by 

statute, T. W. Phillips may request a distribution system improvement charge (“DSIC”) to 

become effective after January 1, 2013. All Signatory Parties reserve their rights to address all 

issues related to this request. 

29. Costs for any non-regulated capital projects or costs that are not for purposes of 

providing service to T. W. Phillips’ distribution customers will be excluded from base rates and 

related financing costs will be excluded to establish the cost of capital for ratemaking purposes 

as will revenues from such services provided to entities other than distribution customers. 

Revenues derived from the use of regulated assets shall be reflected in rates unless otherwise 

excluded by the Commission. 

1 

30. T. W. Phillips will not request a capital structure for ratemaking purposes which 

is outside the range of capital structures employed by comparable gas distribution companies. 

All Signatory Parties reserve their right to review and challenge any proposed capital structure. 

3 1. 

in “Appendix B.” 

T. W. Phillips and Holdings I1 will adhere to the ring fencing measures provided 

7 
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C. BOOKS AND RECORDS 

32. T. W. Phillips shall maintain reasonable accounting controls and pricing protocols 

to govern transactions with affiliates, and provide the Commission, OTS, OCA and OSBA 

reasonable access to the books, records and personnel of T. W. Phillips’ affiliates where 

necessary for the Commission to review adequately T. W. Phillips’ purchases of goods or 

services from those affiliates. 

33. Upon written request, Holdings I1 and its subsidiaries will provide the 

Commission, OTS, OCA and OSBA reasonable access to the books and records, officers and 

staff of Holdings I1 and its subsidiaries. However, nothing set forth herein shall constitute or be 

interpreted as a waiver by Holdings I1 or its subsidiaries of its right to raise traditional discovery 

objections to any such requests, including, but not limited to, objectioris on the basis of relevance 

and privilege. In addition, before responding to any such requests, Holdings I1 and its 

subsidiaries shall be permitted to require the imposition of protections they deem necessary to 

prohibit disclosure of proprietary or confidential information. 

34. Holdings 11, and its parents (including SRIFNA), will provide, upon request, to 

the Commission, OTS, OCA and OSBA, in connection with rate proceedings and other 

proceedings before the Commission presentations given by Holdings TI, Funding, SRIFNA or 

T. W. Phillips to common stock, bond, or bond rating analysts, that pertain to T. W. Phillips. 

35. T. W. Phillips will seek Comniission approval of all new or amended agreements 

with affiliates consistent with Chapter 21 of the Public Utility Code. 

36. Holdings I1 and its subsidiaries shall provide OTS, OCA and OSBA with a copy 

of any reports filed with the U.S. Securities and Exchange Commission upon request. 

7302992~6 
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37. For the five calendar years following closing, T, W. Phillips will provide an 

annual report to the Commission as to the status of all material commitments made in this 

Settlement. 

D. CORPORATE COST ALLOCATIONS 

38. T. W. Phillips’ corporate cost allocations will include a rent charge for the 

percentage of space occupied by employees who provide services to an affiliate, and a supplies 

charge for supplies the employee may use in providing services to affiliates. 

19. T. W. Phillips’ corporate cost allocations will provide that all charges by affiliates 

to T. W. Phillips will be at cost, provided that nothing herein shall affect T. W. Phillips’ burden 

ofproof under 66 Pa. C.S. 9 2106. 

E. MANAGEMENT 

40. SRIFNA will not perrnit a change in ownership or control in T. W. Phillips, 

including as a consequence of termination of SRIFNA, without prior Commission approval if 

such change would result in a change in control under the then-applicable Commission 

standards. 

41, The individual employed as Chief Executive Officer and President of T. W. 

Phillips will not be the same individual employed as Chief Executive Officer and President of 

Peoples Natural Gas Company LLC (“Peoples”). The Senior Officer of T. W. Phillips will be 

Robert Hovanec as President and Chief Operating Officer subject to customary oversight by the 

Board of Holdings 11. All Signatory Parties reserve the right to address this issue if T. W. 

Phillips and Peoples seek Commission approval for hture consolidation or merger. 

42. SRIFNA will continue to maintain T. W Phillips’ corporate headquarters in T. W. 

Phillips’ service area and in or near Butler, Pennsylvania. T. W. Phillips agrees not to move 

9 
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age, obsolescence or other requirements, as appropriate, in future rates. Any such request will be 

subject to review for reasonableness and prudence in accordance with ratemaking principles. 

47. No Signatory Party waives any right to request that the Commission order 

penalties in any proceeding convened to investigate T. W. Phillips’ noncompliance with the 

service metrics in “Appendix C.” 

48. Nothing contained herein is intended to limit the authority of the Commission, the 

Bureau of Consumer Services, the Bureau of Safety and Compliance or other Bureaus of the 

Commission from performing their duties and making recommendations, including 

recommendations regarding fines, for failure of T. W. Phillips to perform in any of the areas 

contained in “Appendix C.” 

G. PLANT INVESTMENT COMMITMENT 

49. T. W. Phillips commits to make the minimum cumulative capital investments in 

plant of $36 million for calendar years 2012 through 2014. This represents an approximately 

38% increase above the average historic level of investment of $8.7 million per year for the three 

years ending December 3 1, 201 0, excluding investments for the Rubright Interconnection? 

T. W. Phillips agrees that the capital investment will be designed to improve safety and 

reliability of service such as the removal of bare steel and aging infiastructure, reduce lost and 

unaccounted for gas, and improve customer service. T. W. Phillips further commits that it will 

increase its investment in replacement of bare steel and aging infiastructure above the average 

historic level of approximately $4.6 million per year for the three years ending December 31, 

The Rubright Interconnection was a project undertaken to construct facilities including a 
compressor, that enables T. W. Phillips to inject local Pennsylvania production into interstate 
storage capacity held by T. W. Phillips on Dominion Transmission Company, for use by T. W. 
Phillips to serve its customers in winter months. 

11 
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2010 by dedicating at least 50% of the incremental cumulative capital investments in excess of 

$8.7 million to replacement of bare steel and aging infrastructure. The capital needed to make 

such investments will be provided by internally generated funds, additional debt issuances by 

T. W. Phillips and contributions of capital by Holdings 11, maintaining approximately a 

5O?’d5O0h debuequity ratio at T. W. Phillips. If authorized by statute, T. W. Phillips may request 

a DSIC to become effective after January 1, 2013. All Signatory Parties reserve their rights to 

address all issues related to this request. 

H. UNIVERSAL SERVICE 

SO. T. W. Phillips will evaluate the need for improvements and potential expansion of 

its Universal Service programs. T. W. Phillips will continue to find its Universal Service 

programs consistent with its needs analysis prepared using the same procedures that were used to 

develop the needs analysis that was presented in conjunction with its 201 0 base rate case and will 

adhere to the commitments made in the Settlement of its 2010 base rate case at Docket No. R- 

2010-2167797. 

51. Except as provided in this section, T. W. Phillips will be permitted to recover 

Universal Service costs under T. W. Phillips’ existing recovery mechanism, Rider USP- 

Universal Service Program. T. W. Phillips may propose changes to the recovery mechanism, 

which any Signatory Party to the Settlement may oppose, for review by the Commission. 

Nothing in this Settlement shall be construed to alter the settlement reached in Pennsylvania 

Public Utility Commission v. T. W; Phillips Gas and Oil Co., Docket No. R-2010-2167797, 

related to Rider USP. 

52. Commencing January 1, 2012, T. W. Phillips’ shareholders will support an 

increase in the current fimding for T. W. Phillips’ Low Income Usage Reduction Program 

12 
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(“LIURP”) of $10,000 per year until the effective date of rates in T. W. Phillips’ next base rate 

case. Any h d s  not used in one year will roll over to the next year. This !§ 10,000 per year is not 

recoverable through Rider USP. 

53. T. W. Phillips will contribute to the Dollar Energy Fund a minimum of $35,000 of 

shareholder funds annually for three years commencing January 1, 2012. If customer 

contributions exceed $35,000, T. W. Phillips will match the customer contributions. T. W. 

Phillips will also provide at least $15,000 annually in administrative funds for a three-year period 

commencing January 1, 2012. T. W. Phillips will review possible ways to increase outreach to 

customers to attempt to increase customer contributions and will provide a report to the 

Commission and OCA. T. W. Phillips will also continue its charitable contribution to BERI 

(Butler County Emergency Relief Initiative - United Way of Butler County) of a minimum of 

$5,000 per year for the three years commencing January 1,2012, in support of efforts to provide 

assistance to T. W. Phillips’ customers. The contributions referred to in this paragraph will be 

funded by T. W. Phillips’ shareholders and are not recoverable through Rider USP. 

I. COMMUNITY COMMITMENT 

54. For a period of not less than five years, T. W. Phillips will provide annual 

corporate contributions and community support in southwestern Pennsylvania in a total amount 

of at least $15,000. 

55. T. W. Phillips will maintain a diversity program in compliance with the 

Commission’s diversity policy, 52 Pa. Code $ 5  69.801 -69.809. 

13 
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J. GAS PURCHASING AND INTERCONNECTIONS 

56. T. W. Phillips will retain adequate gas supply procurement personnel on staff 

unless the Commission approves provision of such services through a service corporation. T. W. 

Phillips will include these individuals among its expert witnesses in its 1307(f) proceedings. 

57. 

the time of closing. 

58. 

T. W. Phillips will comply with the Commission-approved 1307(f) plan current at 

T. W. Phillips will not establish new interconnections with Peoples without prior 

Cornmission approval pursuant to Chapter 21 of the Public Utility Code. Each proposed 

interconnection may be approved by the Commission only if T. W. Phillips demonstrates: (1) 

that each interconnection will not reduce the availability of local gas to T. W. Phillips’ customers 

that is required to meet a least cost procurement policy; (2) will produce no harm to T. W. 

Phillips’ customers including the consideration of costs to establish any interconnections; and (3) 

will produce net benefits for Peoples’ customers. 

59. T. W. Phillips and Peoples will evaluate the merits of any interconnection 

between the companies independently, All Signatory Parties reserve their right to address all 

issues related to a request for approval of an interconnection. 

K. RETAIL SUPPLY COMPETITION 

60. T. W. Phillips will convene a collaborative conference with interested parties, 

including OC4, OTS, OSBA and interested natural gas suppliers and customers, within 12 

mouths of closing in order to develop a strategy to promote retail natural gas supply competition. 

T. W. Phillips will review policies of Peoples with regard to “Customer Choice” 61. 

and meet with Peoples to develop procedures to assist in the creation of a small customer 

transportation “Choice” program on T. W. Phillips’ system. T. W. Phillips will develop rules 

14 
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and practices that are, to the extent permissible by operation of its system, consistent with those 

of Peoples to encourage participation in the “Choice” programs by marketers on both systems. 

L. LOST AM) UNACCOUNTED FOR GAS 

62. Following the closing, Holdings I1 and T. W. Phillips will evaluate and examine 

T. W. Phillips’ system and the Commission’s findings in T. W. Phillips’ 2010 1307(f) 

proceeding and T. W. Phillips’ 2011 1307(f) proceeding to identify options to reduce Lost and 

Unaccounted For Gas (“UFG”). T. W. Phillips and Peoples will collaborate to identify and use 

best practices to reduce UFG on their systems. Nothing in Paragraphs 62 or 63 is intended to 

change T. W. Phillips’ burden of proof regarding LUFG in future 1307(f) proceedings or to 

prohibit other parties from challenging recovery of LUFG-related costs in future 1307(Q 

proceedings. 

63. T. W. Phillips will present a report to OSBA, OTS, OCA, PIOGA and TWPLUG 

with regard to the results of such investigation no later than the filing of testimony in T. W. 

Phillips’ 2012 1307(f) proceeding. 

M. MISCELLANEOUS 

64. The Signatory Parties stipulate that for ratemaking purposes, deferred taxes will 

be per T. W. Phillips’ books as calculated under federal normalization rules (and reflecting the 

appropriate deferred tax elements for ratemaking purposes such as taxes associated with 

Contributions in Aid of Coilstruction (“CIAC”)) and no Signatory Party will propose or support 

an adjustment to this treatment related to this acquisition. 

65. Peoples and T. W. Phillips and their respective direct and indirect parents will 

examine whether creation of a service corporation to provide services to both companies is in the 

best interests of their respective customers. The companies will report to OTS, OCA and OSBA 

15 
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with regard to their conclusions within 24 months after the closing. T. W. Phillips and Peoples 

will obtain affiliated interest agreement approval from the Commission prior to implementation 

of a service corporation. All Signatory Parties reserve their rights to address all issues related to 

such filing. 

66. This Settlement is conditioned upon the Commission’s granting of all necessary 

approvals for the acquisition and all proposed changes in corporate structure including the 

conversion of T. W. Phillips to an LLC by merger into a new corporation under Pennsylvania 

law. 

67. T. W. Phillips agrees to join with OTS, OCA, and OSBA, in a request to be made 

by separate filing, that the Commission (a) initiate within six months of such request a generic 

investigation or rulemaking to address whether Natural Gas Distribution Company (“NGDC”) to 

NGDC competition should be permitted to continue and, if permitted to continue, under what 

circumstances it will be considered appropriate, and @) proceed expeditiously to conclude such 

investigation or rulemaking. Other Signatory Parties and any other party not a signatory to the 

Settlement reserve the right to challenge the necessity for any such investigation or rulemaking. 

The Signatory Parties acknowledge and agree that the terms and conditions of this Settlement are 

in no way conditioned upon the Commission commencing the requested generic investigation or 

rulemaking, and that the Signatory Parties will continue to support fully the remaining terms and 

conditions of this Settlement notwithstanding whether the Commission commences the requested 

generic investigation or rulemaking. 

68. T. W. Phillips and Peoples wi!l not blend or consolidate their Purchased Gas Cost 

(“PGC”) rates or their distribution rates unless the companies first obtain a certificate of public 

convenience to merge the two NGDCs. Nothing herein shall prohibit T. W. Phillips and Peoples 
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from obtaining services fiom the same service corporation, provided that the Commission 

approves the necessary affiliated interest agreement(s) pursuant to Chapter 21 of the Public 

Utility Code; and provided further that the recovery by T. W. Phillips and Peoples of the costs 

paid to that service corporation shall meet the standards prescribed by Chapter 21. 

IV. THE SETTLEMENT IS IN THE PUBLIC INTEREST 

69. Commission policy promotes settlements. See 52 Pa. Code 8 5.231. Settlements 

lessen the time and expense the parties must expend litigating a case and, at the same time, 

conserve precious administrative resources. The Commission has indicated that settlement 

results are often preferable to those achieved at the conclusion of a fully litigated proceeding. 

See id. 9 69.401. In order to accept a settlement, the Commission must first determine that the 

proposed terms and conditions are in the public interest. Pa. Pub. Uti!. Comm'n v. York Water 

Co., Docket No. R-00049165 (Order entered Oct. 4, 2004); Pa. Pub. Util. Comm'n v. C.S. Water 

and Sewer ASSOCS., 74 Pa. P.U.C. 767 (1991). As will be detailed in the Signatory Parties' 

Statements in Support of Settlement, the instant Settlement is in the public interest because, with 

the conditions imposed herein, the Proposed Transaction will provide substantial affirmative 

public benefits. 

70. Approval of the Settlement will lessen the time and expenses that the Signatory 

Parties, arid the Commission, must expend on the proceedings. 

71. There were no customer protests against the Joint Application. The Settlement 

resolves all issues in the instant proceeding between the Signatory Parties. 

72. The Signatory Parties will further supplement the reasons that the Settlement is in 

the public interest in their Statements in Support of Settlement, which are attached hereto as 
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“Appendices D through H.” Attached as “Appendix I” is a letter fiom TWPLUG indicating 

that it neither supports nor opposes thi.s Settlement. 

V. CONDITIONS OF THE SETTLEMENT 

73. The Settlement is conditioned upon the Commission’s approval of the terms and 

conditions contained in this Settlement without modification. If the Commission modifies the 

Settlement, ariy Signatory Party may elect to withdraw fiom the Settlement and may proceed 

with litigation and, in such event, the Settlement shall be void and of no effect. Such election to 

withdraw must be made in writing, filed with the Secretary of the Commission and served upon 

all Signatory Parties within five (5) business days after the entry of an Order modifying the 

Settlement. 

74. This Settlement is proposed by the Signatory Parties to settle all issues in the 

instant proceeding. If the Commission does not approve the Settlement and the proceedings 

continue, the Signatory Parties reserve their respective procedural rights to evidentiary hearings, 

submission of additional testimony and exhibits, cross-examination of witnesses, briefing, and 

argument of their respective positions. The Settlement is made without any admission against, or 

prejudice to, any position that any Signatory Party may adopt in the event of any subsequent 

litigation of these proceedings, or in any other proceeding. 

75. The Signatory Parties acknowledge that the Settlement reflects a compromise of 

competing positions and does not necessarily reflect any Signatory Party’s position with respect 

to any issues raised in this proceeding. This Settlement may not be cited as precedent in any 

future proceeding, except to the extent required to implement this Settlement. 

76. If the ALJs adopt the Settlement without modification, the Signatory Parties 

waive their right to file Exceptions. 
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VI. CONCLUSION 

WHEREFORE, T. W. Phillips Gas and Oil Co., TWP INC., LDC Holdings I1 LLC, the 

Office of Trial Staff, the Office of Consumer Advocate, the Office of Small Business Advocate, 

and the Pennsylvania Independent Oil and Gas Association, by their respective counsel, 

respectfully request as foIIows: 

(a) That the Honorable Administrative Law Judges David A. Salapa and Conrad A. 

Johnson recommend approval of, and the Commission approve, this Joint Petition for Approval 

of Settlement including all terms and conditions thereof without modification; and, 

(b) That the Commission issue certificates of pubIic convenience evidencing approval 

under Section 1102(a)(3) of the Pennsylvania Public Utility Code, 66 Pa. C.S. 0 1102(a)(3), of 

the acquisition by transfer of all of the issued and outstanding shares of common stock of T. W. 

Phillips Gas and Oil Co., currently owned by TWP NC,,  to LDC Holdings 11 LLC, an indirect 

subsidiary of SteeIRiver Infrastructure Fund North America LP, and approval of the resulting 

change in control of T. W. Phillips Gas and Oil Co., and further that the Commission authorize 

the conversion of T. W. Phillips Gas and Oil Co. to an LLC by merger into a new corporation 

under Pennsylvania Law. 
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PUBLIC SERVICE COMMISSION 
OF WEST VIRGINIA 

CHARLESTON 

At a session of the PUBLIC SERVICE COMMISSION OF WEST VIRGINIA in the 
City of Charleston on the 22nd day of December 2009. 

CASE NO. 08-1761-G-PC 

HOPE GAS, INC., dba DOMINION HOPE, 
DOMINION RESOURCES, INC., and 
PEOPLES HOPE GAS COMPANIES, LLC, 

Joint petition for consent and 
approval of the purchase and sale of 
the common stock of Hope Gas, Inc., 
and related relief. 

COMMISSION ORDER 

For the reasons set forth in this Order, the Commission disapproves the Application 
requesting prior approval to the proposed sale of Hope Gas, Inc. (“Hope’’) to Peoples Hope 
Gas Companies, LLC (“PH Gas”), (“Sale Case”). PH Gas, the buyer, has insisted that as a 
condition to approval of the sale that it receive an immediate tariff rate increase solely 
attributable to this sale which is not offset by benefits. Therefore, approval would adversely 
affect the public in this State. 

I. INTRODUCTION 

The Commission has before it the remainder of what was originally two consolidated 
cases in West Virginia, the Hope Gas Rate Case filed on October 16,2008 (c‘Rate Case”), and 
the Sale Case by Dominion Resources filed on October 14,2008, involving the proposed sale 
of its West Virginia gas utility operations to SteeRiver Infrastructure Fund North America, 
LP (“SRI”). The Rate Case was resolved by an Order of this Commission entered 
November 20, 2009, that awarded Hope Gas a rate increase, based on its operations as a 
going-forward entity as it currently exists, of $8,784,224 (‘Rate Order”). 

The Sale Case is the subject of this Order. More specifically, on October 14,2008, 
Hope, Dominion Resources, Inc. (“Dominion”), and PH Gas (together with Dominion 
“Applicants”) petitioned for leave to transfer all of the common stock owned by Dominion in 
Hope to PH Gas. PH Gas was formed to hold the common stock of Hope and its sister 
company, Peoples Natural Gas Company (“Peoples”). PH Gas, in turn, will be owned by a 
series of holding companies controlled by SRT. SRI is an investment fund with capital 
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provided fiom a variety of pension funds based in North America &d Europe. Under the 
July 1,2008 Sales Purchase Agreement (“SPA”), SRI has agreed to pay $149 million in cash 
and will acquire $70 million in debt, for a total cost of $230 million for the Hope common 
stock. 

Subsequent to filing the Sale Case in this docket, Hope initiated the Rate Case on 
October 16,2008, seeking additional revenue of $34.4 million for h i s h i n g  natural gas to 
114,000 customers in 32 West Virginia counties. Hope Tariff Filing. Hope subsequently 
moved to consolidate the Rate Case with the Sale Case. November 10, 2008 Motion to 
Consolidate. 

On January 20,2009, the Commission consolidated the Rate Case and Sale Case, set 
a procedural schedule and extended the suspension period for the Rate Case. 

On November 20, 2009, the Commission issued a final Order in the Rate Case that 
severed the consolidated matters, ruled on the outstanding Rate Case issues insofar as Hope’s 
operations as a stand-alone entity are concerned, granted Hope $8,784,224 in additional 
revenues and deferred ruling on the Sale Case. The Rate Case order also included a more 
complete procedural history of the combined cases in its Appendix A. The complete final 
Order and the related procedural history is available on the Commission’s website at: 

http://www.psc.state.wv.us/scripts/webdocketiewdocument.cfm?caseactivi~d=284 1 55 

As indicated, the Sale Case for Hope’s West Virginia operations is only part of the 
proposed purchase/sale transaction by Dominion and SRI. There was also a sale case filed 
before the Pennsylvania Public Utility Commission (“PaPUC”) for the sale of Dominion’s 
Pennsylvania gas utility operations; in fact, the portion of the transaction involving the sale 
of the Pennsylvania gas utility operation constitutes the lion’s share of the overall proposed 
transaction. The proposed purchase price for the Pennsylvania operation is approximately 
$736 million of a total transaction cost estimated at $945 million. 

Dominion and SRI negotiated the structure of the proposed transaction, including the 
decision to make the two sales dependent on approval in both Pennsylvania and West 
Virginia; determined how and when to file the transactions for approval before this 
Commission and PaPUC; and made the critical decisions on when and how to attempt to 
resolve, stipulate or offer concessions on issues in the proceedings pending in both West 
Virginia and Pennsylvania. 

On November 19,2009, only one day before this Commission was required by statute 
to enter its Order in the Rate Case, the PaPUC entered an Order rejecting the earlier decision 
of the PaSUC Administrative Law Judge (“ALJ”) to disapprove the proposed settlement in 
Pennsylvania for the sale of Peoples. PaPUC reviewed the transaction, concluded that the 
ALJ was incorrect in its analysis of the benefits presented by the settlement and approved the 
sale, subject to an array of conditions imposed in that settlement and the PaPUC Order, 
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We are sensitive to the action of PaPUC in approving the sale and respectful of the 
decision of PaPUC to approve the stipulation; we are, however, bound by our statutes and 
precedent and must assess the Sale Case under controlling West Virginia law and precedents 
and the record presented in this case. Further, unlike the PaPUC, and as we mentioned in our 
Rate Case Order, we have no stipulation before us in the Sale Case that has been negotiated 
among and approved by nearly all of the parties. Rate Case Order at 3.  Instead, we have an 
awkward procedural development in which Dominion and SRI have tendered what amount 
to ongoing unilateral conditions and commitments, and in its submittal, SRI, for example, 
states that the Dominion proposal by itself is insufficient. SRI continues to insist upon a 
proposed increase to customer rates as part of its proposed conditions. As late as the close 
of business on December 15, 2009, SRI tendered a “Response of Peoples Hope Gas 
Companies, LLC to Filing of Other Parties of December 9,2009, December 10,2009 and 
December 14, 2009.” Not only have Dominion and SRI failed to submit an agreement as 
between them, but just as clearly they have not caught the interest of the Staff; CAD, IOGA 
or the Union intervenors, who continue to raise what they perceive as serious and sustained 
objections and opposition to the transaction. 

The Sale and Rate Cases, through procedural development, discovery, filings, and 
evolution to this point, have been hotly-contested, difficult, complex and interrelated. At the 
same time, however, when all is said and done, the decision faced by this Commission of 
whether to approve the Sale Case is relatively simple to state (and actually not all that 
mysterious or surprising in its result). 

As we will discuss more filly in this Order, our belief is that the sale, in and of itself 
and as currently structured and insisted upon by Dominion and SRI, has terms and conditions 
that are not reasonable and that result in a significant adverse effect on the public in this State 
by creating an ownership and operating structure that will, solely and directly as a result of 
the nature and structure of the transaction, increase rates to West Virginia customers without 
the corresponding and offsetting benefits that might justify such an increase in a purchase and 
sale case. 

As can be seen by the following procedural history and discussion ofthe case, SRI and 
Dominion have not reached an accord between themselves on how the Sale Case should be 
resolved, let alone convinced the other parties or this Commission that the proposed sale is 
in the public interest and that it will not adversely affect the public in this State. 

II. PROCEDURAL BACKGROUND 

At the time of the filing of the Sale Case on October 14, 2008, the Commission’s 
Consumer Advocate Division (“CAD”), filed to intervene, arguing that these cases are 
proceedings with potential adverse effects on ratepayers. 
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On October 29,2008, the Independent Oil and Gas Association of West Virginia, Inc. 

(“IOGA”), requested to intervene. 

On November 12,2008, the Utility Workers Union of America Local 69-2 (“Union”) 
requested to intervene in both proceedings to advocate for its membership. 

On November 18, 2008, Staff filed an Initial Memorandum in the Sale Case stating 
that it did not object to the earlier motion to consolidate the Sale and the Rate Cases if the 
Commission did not reduce the time-fime of the consolidated matter. 

On January 2, 2009, the West Virginia Community Action Partnership moved to 
intervene in these matters. 

The Commission subsequently consolidated the Sale Case and Rate Case and fixed an 
appropriate procedural schedule originally designed to process the cases in an expedited 
fashion. January 20,2009 Commission Order. 

After the January 20,2009 Order, the parties engaged in extensive discovery. CAD, 
Staff and IOGA propounded numerous requests for documents to both Hope and PH Gas. 
The parties participating in discovery signed interim protective agreements to allow an 
unimpeded flow of discovery documents. 

On April 24,2009, all parties other than the Applicants prefiled their direct testimony. 

On June 1, 2009, the parties appeared before the Commission for an evidentiary 
hearing in both cases. In response to a question from the Commission, the parties decided 
that it would be appropriate to pursue efforts toward a negotiated resolution of the two cases 
and requested that the Commission amend the procedural schedule. The parties requested that 
the Commission delay the evidentiary hearing until August 17, 2009, and further toll the 
suspension period for the Rate Case through November 20,2009. The parties also suggested 
that the Commission direct preparation of expedited transcripts and suggested a briefing 
schedule. 

On July 23,2009, the Commission, in an effort to assist the parties in sharpening or 
defining the issues between them, ordered the parties to provide a list of the contested and 
stipulated issues, if any, in this matter on or before August 3,2009. Commission Order of 
July 23,2009, at 3. The parties subsequently filed lists as directed. 

Notwithstanding the additional time to attempt to narrow or stipulate some or all ofthe 
issues among them, the parties were UnsuccessM, and on August 17-24, 2009, the 
Commission conducted an evidentiary hearing. The parties presented their respective 
positions regarding both the Sale Case and the Rate Case. At the hearing, and over the 
objection of the other parties, Dominion offered by way of a “unilateral commitment” to 
provide a credit of $8,667,248 to reduce revenue requirements and rates for Hope customers 
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conditioned on the transaction in this matter closing on or beforebecember 31, 2009. 
Transcript of the August 17, 2009 Commission Hearing at 22-25. Other parties also 
introduced testimony regarding the sale into evidence. 

On September 24, 2009, the parties submitted initial briefs in support of their 
positions. CAD also filed revisions to its revenue requirement calculations. PH Gas filed a 
proposed final Order. Those parties also filed reply briefs on October 5,2009. 

On October 20,2009, CAD moved to supplement the record to include an order issued 
by an ALJ in the parallel sale proceeding before the PaSUC. The PaPUC ALJ rejected a 
proposed settlement of the Pennsylvania sale case. There was no rate case filed in 
Pennsylvania as a part of the proposed sale of the Pennsylvania gas operations. 

On October 21, 2009, Hope requested to supplement the record before this 
Commission with documents Dominion filed in response to the disapproval by the 
Pennsylvania ALJ of the proposed settlement of the Pennsylvania sale case. 

The PaPUC issued an order on November 19,2009, that examined the decision of the 
Pennsylvania ALJ under Pennsylvania case law and standards and concluded that it should 
approve the Joint Stipulation in Pennsylvania, as modified by the conditions imposed by the 
PaPUC in that Order. 

On November 20,2009, the Commission issued an order in the Rate Case granting 
Hope an additional revenue requirement of $8,784,224 based solely upon Hope’s cost of 
doing business under its present ownership. The Rate Order severed the Sale Case from the 
Rate Case, noting that the PaPUC’s decision was based on the stipulation of most of the 
parties to the Pennsylvania proceeding and observing that no such stipulation existed in West 
Virginia. The Commission advised the parties that this Commission would issue a separate 
order regarding the Sale Case in this proceeding as soon as possible. 

The Commission subsequently directed that the parties present any proposed settlement 
in this matter on or before December 11,2009. November 23,2009 Commission Order. 

On December 2,2009, before the expiration of the December 11, 2009 stipulation 
deadline, Dominion filed a document in response to the November 23, 2009 Commission 
Order representing that the parties would not achieve a joint settlement of all issues and 
unilaterally offering an amendment to its own earlier conditional rate credit. Dominion 
offered to tender $27 million into an escrow account exclusively for Hope ratepayers, but 
conditioned that offer on a requirement that the closing of the sale occur on or before 
December 3 1,2009. Dominion also noted that, although it was looking for a closing on or 
before December 3 1,2009, it would actually require a final Commission order in this matter 
on or before December 22,2009, in order to assue a timely closing by year end December 3 1, 
2009. 
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SRI did not join in the December 2, 2009 proposal from Dominion, but on 
December 3,2009, SRI filed a separate response offering to submit additional conditions. 

Given the apparent termination of settlement discussions and that SRI and Dominion 
were apparently not able to work out their individual approaches with the other parties, the 
Commission directed all parties, other than Dominion, to respond to the December 2,2009 
Dominion filing to address the economic impact of the revised Dominion proposal or other 
comments on or before December 9,2009. 

On December 8,2009, PH Gas responded to the December 2,2009 Dominion filing. 
PH Gas suggested establishing an irrevocable trust to manage the rate credit and to forward 
monthly payments to Hope until exhausted. PH Gas also proposed new additions to its prior 
sale conditions in Joint Exhibit 4 and Exhibit CPK-8, including limits on dividends, a local 
senior Hope manager, and an estimate that its rate base will increase after closing. PH Gas 
also proposed that the commission authorize an immediate additional tariff rate increase of 
$7.2 million to compensate for the rate base increase. PH Gas Conditions filed December 8, 
2009 (“PHG Conditions”). 

On December 9,2009, CAD, Staff and the Union responded to the December 2,2009 
Dominion filing. All of the intervenors noted substantive flaws in the SPA and the conditions 
proposed by the Applicants. 

Staff and CAD confirmed that rates as a result of the sale would increase by at least 
$7.2 million under SRI ownership, but noted that rates need not increase immediately. CAD 
Response at 4, Staff Response at 3, 5.  IOGA and CAD also continued to warn the 
Commission against outsourcing gas procurement to a third party. CAD Response at 8, 
IOGA Response at 2,3. CAD also recalculated its estimate of the lost accumulated deferred 
income taxes (“ADIT”) as $28.4 million and noted the lost “other post-employment benefit” 
(“OPEB”) prepayments and regulatory liability balances due to the sale transaction, 
prompting arecommendation by CAD that the Commission require Dominion to increase the 
rate credit escrow to $50 million. CAD Response at 3, 4. CAD subsequently filed a 
statement on December 14,2009, that indicated that it was unable to precisely quantify the 
amount of financial detriment but reaffirmed that the amount exceeded the $27 million rate 
credit escrow. Finally, the Union noted its concern that the existing Dominion offer fails to 
address the post-sale viability of Hope and the impact that might have on West Virginia gas 
producers. 

On December 10,2009, Dominion replied to the C A D  and Staff filings arguing that 
CAD overstated the rate base impact of the proposed sale and asserting that it will .not 
substantially profit from the sale in its current form. 

On December 14, 2009, Staff supplemented its December 9, 2009 filing and 
recommended changes to proposed SRI conditions of debt levels and field taps. Staff also 
expressed concern that several conditions are less strenuous than the statutory requirements 
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of W.Va Code $24-2- 12. Finally, Staff continued to object to any rate increase absent a new 
rate proceeding. 

On December 15,2009, SRI filed a new set of modified conditions for the transaction. 
SRI incorporated several suggestions from other parties including language regarding debt 
levels and field taps. SRI also committed to refrain from outsourcing gas procurement after 
completion of the Transition Services Agreement (“TSA”). SRI continued to object to a 
deferral of the rate increase issue to a future rate case, and instead insists that an immediate 
rate increase above the currently approved Hope rates should be granted as a condition of the 
sale approval. December 15,2009 SRI Filing at 7-8. 

III. TESTIMONY AND DISCUSSION 

A. In General 

On July 1,2008, Dominion and SRI executed the SPA to purchase all the common 
stock of Hope and its affiliate corporation, Peoples, for a base sale price of $910,485,014, 
adjusted by working capital and certain other conditions. SPA at 10-1 1. Of that amount, 
approximately $149 million reflects the purchase price for Hope and another $70 million is 
earmarked to replace the debt portion of the Hope capital structure. Petition at 15. The 
Applicants, for their own reasons, have structured the transaction in a manner that requires 
regulatory approval from both this Commission and the PaPUC, commits the parties to an 
eIection under 26 U.S.C. §338(h)( 10) to treat the transaction as an asset sale for tax purposes 
(“$338 Election”) and specifies that a party may abandon the agreement after December 3 1, 
2009. SPA at 13,4547. 

Along with the SPA, the parties entered into the TSA obligating Dominion to continue 
to provide services to Hope for up to eighteen months after closing of the SPA. Id. and 
Transcript ofAugust 17,2009 Commission Hearing (,,Tr.”) at 22. In addition to the SPA and 
the TSA, the Applicants presented other associated agreements in support of the transaction 
including a shared facilities agreement, agreements to maintain existing facilities on 
Dominion Transmission Inc. (“DTI”) properties, and to lease communications equipment. 
Sale Application App. A-H. 

While the Commission cannot dictate, and does not require, that parties settle, in 
complex sales cases such as these, it has been the experience of the Commission that 
negotiated solutions arrived at by arms-length negotiations among the parties are typically 
preferable to an attempt to litigate. The Commission has fiom time to time advised the 
Applicants of the wisdom of seriously pursuing a negotiated agreement. Unforhunately, the 
current posture of the case presents the Commission with competing sets of conditions fiom 
parties and no consensus agreement. It is clear from the record that not even Dominion and 
SRI can agree on reasonable conditions that should be placed on the sale in order to offset 
negative impacts on West Virginia. See. December 9, 2009 CAD Response at 6 .  The 
apparent lack of agreement, if not straight-out public disagreement between Dominion and 
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SRI is surprising, and places the Commission in the difficult, if not impossible, position of 
attempting to fashion and impose conditions on the parties in order to close the transaction 
that the parties to this proceeding seem unable and unwilling to reach on their own. 

The Commission believes that one of the primary indicia for the “adverse impact on 
the public” that results from any proposed acquisition is whether the transaction, in and of 
itself and without corresponding benefits or other adequate reasons, will result in a rate 
increase to the customers. In these consolidated cases, Hope Gas received by virtue of the 
November 20,2009 Rate Order, a rate increase of $8,784,224. Additionally, even though 
Hope received those additional revenues in the Rate Case on November 20,2009, SRI has 
requested an immediate and additional $7.2 million tariff rate increase arising solely from the 
sale, including significant structuring of the sale that is within the control of Dominion and 
SRI. Although the immediate impact on customers’ bills can be offset by the rate credit 
escrow funds offered by Dominion, that offset will be of limited duration and there will be 
an eventual increase in customer bills due solely to the sale. In and of itself, without 
significant and substantial offsetting benefits to the customers and the State, this rate impact 
constitutes sufficient adverse public effect to require the Commission to determine that the 
sale is contrary to the public interest. 

There are other matters beyond the rate impact raised by various parties which make 
the proposed sale of Hope’s West Virginia gas operations to SRI questionable. In a typical 
utility sale proceeding where both the buyer and seller have a satisfactory track history with 
which the Commission is familiar or that is available for review and inquiry, the Commission 
can focus on that track history to assess the likelihood of satisfactory service after the sale to 
the buyer. 

In a sale to a buyer with a solid record of performance and experience operating utility 
systems, the Commission typically looks to the selIer for the limited purposes of determining 
that the seller wants to sell, that the seller is not withholding or concealing assets that are 
essential for the buyer to render quality service and that the transaction otherwise meets the 
tests of W.Va. Code $24-2-12 

The intervenors allege in this matter, however, that Dominion will retain assets and 
skills that are necessary to operate Hope after closing and that SRI may not come to the 
transaction with sufficient skills and assets to overcome that problem. Therefore, the 
Commission is obligated to consider the skills lost by Hope due to the sale and scrutinize the 
proposed management under SRI. In addition to this issue, and as more fully discussed 
below, the Commission is concerned with the adverse impact of an immediate tariff rate 
increase. Even factoring in the commitments that appear to be offered by SFU and the effect 
of the conditional rate credit offered by Dominion, the Cornissign still believes that the 
transaction adversely affects the public in this state by imposing higher revenue requirements 
that will ultimately translate into higher rates for Hope customers solely as a result of the 
transaction. 
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B. Statutory Standard 

The Legislature created the Commission to exercise regulatory authority over public 
utilities in this state. It is charged with the duty to ensure fair regulation in the interest of the 
consuming public while balancing the availability of utilities and the productive use of energy 
resources. W.Va. Code §24-1-1(a), The Commission may grant its prior consent for the 
acquisition of the majority of the common stock in any public utility organized and doing 
business in this state under three conditions. The Applicants must show that (i) the terms and 
conditions of the transaction are reasonable, (ii) neither party to the transaction has an undue 
advantage over the other and (iii) the transaction does not adversely affect the public in this 
state. The Commission is also empowered to attach conditions that it deems proper to the 
transaction. Without this prior Commission consent, the transaction is void to the extent that 
the interests of the public in this state are adversely affected. W.Va. Code 424-2-12. 

The Commission has also interpreted W.Va. Code $24-2- 12 to require, as an incident 
of that three-part test, a showing that the buyer, SRI, has, or as a result of the transaction will 
obtain, the knowledge, experience and resources that allow it to conduct operations that 
provide adequate and reliable service at reasonable rates. Hope Gas Inc., Case No. 99-0462- 
G-PC (Commission Order, July 27, 1999). 

C. Undue Advantage 

. One of the three conditions under W.Va. Code 924-2-12 described above proscribes 
any party to the transaction fiom having an undue advantage over the other. The failure to 
meet this requirement has rarely been asserted in any substantial sale of a public utility in this 
state. 

After the failure of a prior attempt to sell Hope to Equitable Gas Company, Dominion 
conducted an auction for both Hope and Peoples. See, Case No. 06-0441-G-PC and Hope 
Ex. 5 at 3, 6. That auction resulted in selection of SRI as the winning bidder. Evidence 
before the Commission shows no substantial connection between Dominion and SRI outside 
of the SPA, and the Commission will assume the existence of good faith, am-length 
negotiations between Dominion and SRI. Id. Therefore, the Commission concludes that 
neither party to the transaction has an undue advantage over the other. 

D. Terms and Conditions and Adverse ImDacts 

The other two tests for evaluating utility agreements under W.Va. Code 424-2-12 
require the Commission evaluate and assess whether the terms and conditions of the 
transaction are reasonable and whether the transaction adversely affects the public in this 
state. These two conditions are in a sense intertwined, and it is difficult to see how 
unreasonable terms and conditions would not adversely affect the public in this state, While 
this test is an attempt to assess the transaction as structured, it also has a "forward-looking" 
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element to it and requires that the Commission evaluate how the new utfiity will b c t i o n  after 
the transaction is closed. 

In their testimony, Staff, CAD and IOGA raised various concerns and reservations 
regarding the terms of the SPA. They reiterated those concerns in the December 9-14,2009 
filings. The adverse impacts asserted by the intervenors are the (i) negative financial impacts 
fiom the sale and (ii) the apparent lack of managerial capacity of SRI that prevents it from 
effectively and efficiently operating Hope. Those intervenors suggested other possible 
concerns and requested that additional conditions be placed on the transaction. The 
Commission, however, does not believe that it needs to address these conditions because it 
fmds that the weaknesses in the following two primary areas cause an adverse impact on the 
public in this state. 

1. Dominion Conditional Rate Credit 

In its prefiled direct and rebuttal testimony, neither Dominion nor SRI advanced the 
need for any rate credits or rate considerations other than the approval of the transaction as 
contemplated by the SPA. As the hearing progressed, Dominion changed its position and 
unilaterally offered a conditional rate credit for Hope customers in the amount of $8,667,248 
as an incentive for approval of the SPA on or before December 31, 2009. Tr. at 22-25. 
Arguably, this credit was designed to offset the negative rate impacts expected as a result of 
SRI’s acquisition of Hope. Dominion initially structured the credit as a reimbursement of 
services provided under the TSA up to the amount offered. In the event that the total services 
provided under the TSA did not reach that amount, Dominion pledged to tender the difference 
in cash to be used as a rate credit. Dominion also requested that the Commission amend the 
Hope tariff to make provision for the rate credit. a. When the Commission severed this 
matter fiom the Hope rate proceeding, it deferred consideration of the offered rate credit. 
Rate Order at 3. 

On December 2,2009, and without any indication by the Commission of its view on 
the earlier “conditional rate credit,” Dominion amended its conditional services 
reimbursementhate credit offer and increased the figure from approximately $8.67 million 
to a total rate credit of $27 million. Dominion also restructured its offer to provide for deposit 
of the total credit into an escrow account instead of a r e h d  of TSA charges. SRI 
acknowledged the enhanced offer on December 3,2009, and subsequently submitted separate 
additional conditions to supplement its initial proposals in Exhibit CPK-8 and Joint Exhibit 
4, including establishing a trust to hold funds for rate credit. PHG Conditions. Staff and 
CAD basically reiterated their positions in the December 9,2009 responses, but CAD also 
recommended a credit of at least $50 million, a figure representing an estimate f?om CAD of 
the present value of the total adverse rate impact fiom the transaction over time. 

After review of the revised Dominion offer and the analysis from other parties to this 
matter, the Commission will consider the conditional rate credit as a component of the 
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proposed sale in its analysis of the SPA. That credit, however, is a finite resource that is 
facially incapable of compensating for continuing financial detriments as described below. 

2. Financial Impacts 

The most contentious aspect of the proposed sale is the financial impact resulting from 
the SPA and its potential effects on Hope ratepayers. The intervenors to this matter raised 
what they viewed as several financial detriments fiom the sale including (i) the increased rate 
base due to the $338 Election, (ii) increased cost from other rate base changes, (iii) loss of 
historic benefits fiom a consolidated tax filing, (iv) loss of bonus depreciation and (v) higher 
cost of capital. After considering these impacts and factoring in both the revised conditional 
rate credit fiom Dominion and the request for $7.2 million in additional rates from SRI, the 
Commission finds that the financial considerations will result in an adverse affect on the 
public of this state for the foreseeable future, well beyond the exhaustion of the conditional 
rate credit trust account offered by Dominion. 

a. $3 3 8 Election 

The first negative fmancial consideration raised by the intervenors is the election by 
Dominion and SRI to treat the stock sale as an asset sale for income tax purposes under the 
Internal Revenue Code, generally known as a $338 Election. The parties to the transaction 
are the entities that negotiated, acquiesced to or insisted upon the $338 Election. The net 
effect of the $338 Election is to treat a stock sale as an asset sale under $338 of the Internal 
Revenue Code. The $338 Election results, however, in a reversal of all ADITS and the 
establishment of a new cost basis (rate base) for all affected Hope assets. After the sale, Hope 
will again take higher levels of accelerated depreciation against the basis of its assets and start 
to accumulate a new ADIT balance. PH Gas Ex. JIW-D at 6-9. The new balance, however, 
will take many years to equal the current balances. See, CAD Ex. 10 at 1-2. More 
importantly, a build-up of “new” ADIT balances does not come without cost to the customers 
because it requires customers to fund these balances by inclusion of deferred income taxes 
in rates. Eliminating the current ADIT balance affects ratepayers immediately because the 
ADIT balance acts to lower the rate base. The additional revenue requirement due to 
increased rate base is apparently a significant portion of the additional revenue that SRI 
insists that it needs in the case, above the $8,784,224 already awarded to Hope in the Rate 
Case. PH Gas Ex. JIW-D at 6-9 and PHG Conditions at App. A. 

In that recent Hope rate case, the rate base was calculated without regard to the sale, 
but subsequent rate cases will include a reduced ADIT balance. Rate Order at 23. Using the 
initial CAD estimate, the increased revenue requirement impact of this reduced ADIT balance 
amounts to a present value of at least $12 million. See, CAD Ex. 9 at 29 and CAD Ex. 7 at 
49. CAD subsequently revised that estimated rate base change upward. Dominion, however, 
disputes the CAD estimates. SRI estimated an increased rate base of $23 million attributable 
to the 8338 Election in the first year following closing. PHG Conditions at App. A. While 
it is difficult to make an exact calculation, the Commission estimates that the total financial 
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impact of the $338 Election will endure for a significant period of time. Even if the $23 
million rate base impact would eventually be reduced to zero, the present value of the 
increased revenue requirement will be significant and will certainly approach or exceed 
CAD’S estimate of $12 million. Therefore, the Commission finds that the $338 Election, an 
election solely for the benefit of the parties, is a material adverse impact that will solely and 
directly cause higher revenue requirements for Hope customers for the foreseeable future. 

b. OPEB, Pension and Other Rate Base Changes 

A second series of fmancial impacts arising fiom the proposed transaction is the effect 
on rate base fiom the pension division, the loss of OPEB credits to rate base and possibly the 
elimination of the regulatory liability created when tax rates were reduced in the past. 
Appendix A to PHG Conditions and Rate Order at 23,24. Staff calculated the OPEB rate base 
change to be nearly $30 million. Staff Ex. 6B at 5-6. The SRI calculation also eliminated the 
$4 million regulatory liability taken as a rate base reduction by the Commission although 
Dominion disputed that part of the SRI calculation. PHG Conditions Appendix. A and 
Dominion December 10,2009 filing. SRZ estimated an immediate increase to rate base from 
the transaction of $37 million fiom these expense categories. PHG Conditions App. A. The 
Commission agrees with SFU that applying the pension, OPEB and other changes increases 
rate base. If Dominion is correct regarding the $4 million regulatory liability, the rate base 
increase over and above the effect of the 8338 Election is still in excess of $30 million. This 
increased rate base will endure long into the future. The Commission finds that these rate 
base increases are solely the result of the terms of the SPA. This further buttresses the 
Commission’s conclusion that the proposed sale would adversely impact the public in this 
state. 

c. Consolidated Taxes 

A third financial detriment alleged by the intervenors in this matter is the loss of 
consolidated taxes under the umbrella of the 120 companies that participate in the 
consolidated Dominion tax return. Rate Order at 32. The consolidated tax return allows 
those affiliated corporations to share losses that offset profits at other affiliates. The net 
effect o f  a consolidated return is to reduce the effective tax rate from the statutory federal 
income tax rate of 35% to a lesser amount. As more fully described in the recent rate 
proceeding, however, the effective Dominion income tax rate has trended higher in recent 
years. Based on recent years, the Commission trended that amount to an effective tax rate of 
30%. u. Thus, the Commission finds that the difference in the effective tax rate derived in 
the last rate proceeding and the statutory rate is relatively minor, but is another instance of 
adverse rate impact. 

d. Bonus Depreciation 

Another financial detriment raised by the intervenors in this matter is the loss of bonus 
depreciation that the federal government made available under the American Recovery and 
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Reinvestment Act of 2009 Stimulus. CAD listed this loss as a negative consequence of the 
sale, but did not present an estimate of the amount of lost depreciation involved. CAD Initial 
Brief at 17. Hope witness Taylor estimated that the total loss of bonus depreciation for 
Peoples would total approximately $3.8 million, but did not have available figures for Hope. 
CAD Cross Ex. 28. The Commission finds that the loss of bonus depreciation from the 
Stimulus is a financial detriment caused by the transaction, but judging from the relative size 
of Hope to Peoples, the lost depreciation would not exceed $1.25 million. The Commission 
finds that the loss of bonus depreciation is an adverse impact of the sale, even though this 
impact, standing alone, is relatively small and would not, by itself, be a substantial 
justification for denying the sale. 

e, Financing Costs 

The intervenors also argued that SRI would experience higher financing and 
operations costs than Hope currently incurs under Dominion. The Commission’ recently 
completed an analysis of the costs incurred by Dominion under Hope and granted a rate 
increase based on current costs under Dominion ownership. The Commission also noted in 
the Rate Case that the nation continues to experience financial tumult that makes sound 
prediction of future finance costs difficult. 

Frankly, the Commission believes that precise estimation of any potential increase in 
financing costs based on the present record is speculative at this point. SRI may incur higher 
financing costs once it takes ownership of Hope, but the Commission is hesitant to reach a 
conclusion concerning this issue because of the speculative and unsettled nature of the 
financial markets. Those potential conditions could also affect Dominion as demonstrated 
by the two bond issues Dominion conducted during this proceeding including an 8.875% 
bond issue in December 2008 and a subsequent issue for 5.2% in August 2009. Hope Ex. 17 
at 14 and CAD Cross Ex. 24. Therefore, the Commission does not find that it should reject 
the sale on the basis of higher finance costs. 

f. Financial Conclusion 

As stated above, the Commission has considered five categories of financial impacts 
arising fiom the SPA that the intervenors assert are adverse to the public in this state, some 
of which are relatively minor or somewhat speculative and some of which more immediate 
and substantial. The Commission has determined that the loss of the consolidated tax 
adjustment the increased financing costs and the loss of bonus depreciation are relatively 
small impacts that do not contribute significantly to a justification for denying the 
Application. 

At least two categories of financial impact relating to increased rate base have a 
substantial bearing on Hope and therefore its customers, The $33 8 Election and the other rate 
base impacts aggregate to a total rate base increase to Hope of approximately $60 million in 
the first year after the closing. That impact may subside to some degree over the foreseeable 
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future, but an increased cost endures from higher rate base arising from the terms of the SPA 
for many years into the fbture. 

SRI has acknowledged this adverse impact in the PHG Conditions by requesting an 
immediate tariff rate increase of $7.2 million, nearly doubling the increase awarded Hope in 
the Rate Order. PHG Conditions at pgs 12- 13 and Rate Order App. B. Offsetting this impact 
is the $27 million rate credit Dominion offered conditioned on a timely closing on the SPA. 
At the tariff rate level SRI requested, the rate credit is exhausted in approximately four years, 
with many years of increased rates that would exist beyond exhaustion of the credit. CAD 
estimates the present value of the rate impact of the terms of the SPA discussed above at $50 
million. While diflicult to quantify precisely, the Commission believes that the present value 
of the total rate impact is well over the $27 million rate credit offered by Dominion. In 
response to the CAD suggestion, however, Dominion has decried its financial position 
regarding Rope and spurned increasing its rate credit offer for Hope customers. In the face 
of the financial situation presented by SRI, and not substantially challenged, the Commission 
is compelled to find that the terms of the SPA have an adverse impact on the public in this 
state under W.Va. Code 824-2-12. The aggregate adverse impact appears to be at least the 
additional $23 million estimated by the CAD, or more, above the $27 million credit offered 
by Dominion. Based on this significant detrimental rate impact that is not offset by 
Dominion’s proposed rate offset credit, the Commission cannot approve this sale. 

3. Managerial Capacity 

In addition to the financial concerns expressed by CAD and Staff, they also cited 
concerns about the managerial capacity of SRI on this record, primarily, an apparent lack of 
senior management to operate Hope and Peoples at closing and to procure gas after 
conclusion of the SPA. While SRI initially proposed outsourcing interstate gas procurement, 
it subsequently committed to purchasing that gas itself. December 15,2009 SRI Response 
at 4. While the financial detriments discussed above are adverse to the public interest in this 
state, the Commission is also concerned with the managerial capacity of SRI to adequately 
operate Hope after the acquisition. 

At hearing, CAD presented an exhibit tendered by Hope in discovery listing several 
gas purchasing officers and senior managers slated to remain with Dominion. CAD Cross 
Exhibit 2 1. SRI, however, did not demonstrate that it could immediately substitute new 
management for the employees staying with Dominion. Instead, SRI plans to rely on 
Dominion under the TSA for almost all management for up to eighteen months. SRI 
presented information showing that it owns or operates other properties including a port 
facility and a natural gas transportation corporation. SRI has invested in a venture that is 
constructing an electric transmission line in California. SRI Ex. CPK-D at 4. While these 
ventures may be substantial infrastructure investments, none of these properties are the 
equivalent of operating two large local gas distribution companies. Although SRI also touted 
the abilities of its chief operating officer and indicated that he would initially step into a 
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supervisory role at PH Gas and also may review gas procurement contracts, the Commission 
believes that plan is inadequate. SRI Ex. CPK-R at 29 and MJC-R at 17. 

The Commission is concerned about that the lack of senior management and finds that 
the plans presented by SRI are inadequate. While the Commission understands and 
appreciates that managing a natural gas utility is a new undertaking for SRI and, thus, it may 
not have an existing management team, the Commission believes that SRI should have made 
greater effort to procure senior managers and at least presented a concrete plan for quickly 
filling vacant operations positions. 

The list of employees that will remain with Dominion shown in CAD Cross Ex. 21 
reinforces the gravity of the management openings. SRT has been aware that it would need 
to fill numerous vacancies since at least March 2009. The Commission acknowledges that 
SRI may eventually fill the vacant positions, possibly even before the end of the TSA, but the 
record before us fails to convince the Commission that SRI has a sufficient plan for adding 
management capacity to operate Hope after the TSA. 

4, Adverse Impact Conclusion 

For the reasons stated above, the Commission fmds that the transaction presented by 
the Applicants in the SPA is adverse to the public interest in this state. The record 
unmistakably demonstrates adverse revenue requirement impacts attributable to the SPA that 
are not remediated by the conditional rate credit offer. In addition to the critical adverse 
financial impact, SRI has failed to demonstrate that it possesses now or has a definitive plan 
to acquire the managerial capacity to own and operate Hope after the acquisition. 

E. Other Conditions 

The Commission has reviewed a number of recommended conditions provided by 
CAD, Staff and SRI. Some of those conditions are recommended by all parties, while SRI 
objected to other conditions. Further, many of these conditions were offered in filings after 
the hearing and have not been refined, vetted or clarified by the parties through the 
adversarial process. The Commission does not intend to undertake to array or list these 
conditions in some improved or acceptable manner under those circumstances. Even if it 
were to attempt to do so, the Commission could not conclude, fkom the record, that a 
particular combination of conditions would offset the adverse impacts of this transaction. 
Given the other rulings made by the Commission, it is unnecessary to address them, 

We do not believe that problems and negative impacts of SRI’s acquisition of 
Dominion Hope are so intractable that the transaction could never meet the statutory public 
interest test. Given appropriate agreements, acquisition terms, commitments, and conditions 
imposed on Dominion and SFU, the elements that make this transaction contrary to the public 
interest could be rectified. This would not be an easy task, and would require cooperation and 
a realization that any resolution of the public impact problems must address and obviate these 
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problems. Unfortunately, none of the parties has given us a proposal that defined each 
element of the transaction that contributed to the negative public impact with reasonable 
specificity and then suggested an acceptable, or even possible, remedy to those problems. 

We note that all parties appear to agree that there are increased rate impacts that will 
occur solely because of the structure of the sale. SRI has quantified the impact to be $7.2 
million, but has neither indicated to what extent that $7.2 million may decline in subsequent 
years nor presented its view of the present value of the increased rate impact over the next 
five years, ten years, fifteen years, or more. These are important questions that go to the 
adequacy of any rate credit offer. Dominion has indicated that the impact may be different, 
but has not quantified its alternative to SRI’s calculation. Dominion has offered a $27 million 
cash trust that it says that the Commission may use to offset the rate increase that is caused 
by the structure of the sale; however, Dominion has not indicated how long the $27 million 
will offset either SRI’s view, or Dominion’s view, of the rate increase. Neither has Dominion 
indicated its view of the increased rate impacts that will remain when the $27 million is gone 
nor indicated how long those rate impacts will continue. The CAD has suggested that a rate 
credit trust of at least $50 million is necessary, but has not provided its calculations of that 
number. 

We understand that there probably would be differences of opinions regarding the 
answers to the questions posed above. Dominion may believe that the $7.2 million is 
inaccurate and that a lower number is the true first-year impact of the transaction on rates. 
Some parties may believe that the ADIT rate base impact will disappear over 15 years, others 
may assume it will disappear over a shorter or longer period of time. There may be potential 
agreement on whether the decline in the ADIT impact will be a straight line or a curve, but 
nobody has addressed that. Similar issues could have been addressed regarding the loss of 
other rate base offsets. While there seems to be agreement that the negative impacts will be 
partially offset by a reduction in SRI’s OPEB expenses in the amount of approximately $2 
million, no one has suggested whether the benefit of such an expense reduction is likely to 
remain static, or would be higher or lower if viewed over a period of years. The Commission 
could assume that the impacts that increase rate base would decline pro-rata over a twenty 
year period and calculate a present value of the rate impact as approximately $47 million over 
15 years or $60 million over 20 years at a 3 percent discount rate. At a 6 percent rate, these 
values would be closer to $41 million and $50 million. If the Commission was to consider 
the adequacy of a rate credit trust fund, these issues would factor into the determination of 
the adequacy of such a h d ,  but no party has addressed the issues. 

We have given all parties a clear indication of our desire for a proposal to at least 
provide a meaningful discussion that addresses the negative impacts of the transaction. All 
to no avail. Considering the complexities of this case, the odd post-hearing “filings” by the 
parties, and most importantly the lack of agreement between Dominion and SRI, we do not 
believe that it is the Commission’s duty to fashion the transaction and the operational 
structure of SRI. We also do not believe that in a case such as this, the Commission should 
undertake to impose conditions. This case involves a sale ofa major gas utility, a significant 
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transaction in another State that may or may not require a similar structure, and complex 
accounting and tax issues that could have different outcomes depending on the structure of 
the sales agreement. Under those circumstances, the development of a coherent, complete, 
and properly interrelated set of terms, conditions, and commitments should have at least been 
hammered out between Dominion and SRI. 

F. Motions to Supplement Record 

CAD and Dominion both filed motions to supplement the record in this matter to 
include copies of documents filed before the PaPUC in the parallel sale proceeding involving 
Peoples. No party actively opposed the motions. It is reasonable to grant both motions 
because the SPA provides that regulatory approval in both states is a prerequisite to a closing 
under the SPA. &, SPA at 45-6. The Commission will also take administrative notice of 
the November 19,2009 Order of the PaPUC approving the sale of Peoples. 

IV. xi’nvo INGS OF FACT 

1. Dominion, Hope and SRI filed a joint application to transfer all the common stock 
of Hope from Dominion to SRI. &, Application. 

2. Dominion and SRI signed the SPA to govern the sale and elected to treat the stock 
sale as an asset sale for tax purposes. Id. 

3. Dominion made a conditional rate credit offer of $27 millionthat it proposed to pay 
into escrow for distribution to Hope ratepayers as the Commission directed. December 2, 
2009 Dominion Filing. 

4. SRT requested an immediate additional $7.2 million in annual tariff rates and 
charges to reflect the increased rate base after the transaction. PHG Condition 39. 

5 .  The SRT tariff rate increase request flows solely from an immediate increase in rate 
base of approximately $60 million caused primarily by the structure of the SPA. PHG 
Conditions App. A. 

6.  The $338 Election will have a net increase in Hope rate base of $23 million in the 
first year after closing on the SPA and will continue to increase rate base for-many years 
following closing due solely to the terms of the SPA. Id., and CAD Ex 10. 

7. The reduced offset to rate base fkom (i) the pension transfer, (ii) loss of prepaid 
OPEB ADITS and (iii) elimination of the regulatory liability increases Hope rate base by $37 
million in the first year after closing and will continue to increase rate base for many years 
following closing due to the terms of the SPA. PH Gas conditions Appendix A and See, 
December 14,2009 CAD Response. 
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8. CAD estimates the total cost of the effect of the SPA on Hope ratepayers at $50 
million. December 14,2009 CAD Responses. 

9. The changes to rate base flowing from the SPA yield a total cost increase to Hope 
customers well in excess of the impact of the $27 million rate credit. 

10. SRI has not presented an adequate plan to replace, add or supplement 
management capacity responsible for Hope operations and gas procurement. 

1 1. SRI has only presented one employee with operational knowledge of managing 
a retail natural gas utility. $e, SRI Initial Brief at 25-30. 

12. CAD and Dominion requested to supplement the record with additional 
information including documents fiom the parallel proceeding for SRI to acquire Peoples 
before the PaPUC. 

V. CONCLUSIONS OF LAW 

1. A transaction for the sale of a majority of the common stock in a public utility must 
have prior Commission consent and approval. The Commission may grant consent on a 
proper showing that (i) the terms and conditions of the transaction are reasonable, (ii) neither 
party to the transaction is given an undue advantage over the other and (iii) the transaction 
does not adversely affect the public in this state. W.Va. Code $24-2-12. 

2. The Commission must also find that SRLhas the knowledge, experience and 
resources to operate Hope. The Commission concludes that SRI has failed to make that 
showing. Hop e Gas Inc., Case No. 99-0462-G-PC (Commission Order, July 27, 1999). 

3. The adverse financial consequences of the SPA would exhaust the $27 million 
conditional rate credit in approximately four years. a, PH Gas Conditions Appendix A and 
CAD Exhibit 10. 

4. The terms of the SPA impose higher tariff rates on Hope customers well beyond 
the four years that the rate credit will last. 

5 .  The terms of the SPA even with the proposed conditional rate credit yield higher 
tariff rates for many years following closing solely attributable to an approval of the sale. 

6. Hope needs responsible senior management to properly operate the utility starting 
at the close of the transaction and beyond the TSA. 

7. The negative financial impact and lack of managerial capacity of SRI make this sale 
adverse to the public interest in this state. 

Public Service Commission 
of West Virginia 

Pharlratnn 18 



Attachment RCS-7 

w-nixm - -  i s  n r v  
Page 19 of 19 

Docket NOS. W-01732A-15-01318i 

. 8. The adverse impacts of the sale are not offset by other alleged benefits set forth by 
SRI. 

9. This sale does not satisfy the standards established in W.Va Code 524-2-12 and 
should be denied. 

10, It is reasonable to grant the requests to supplement the record from CAD and 
Dominion regarding developments before the PaPUC and to take administrative notice of the 
November 19,2009 order from that body. 

VI. ORDER 

IT IS THEREFORE ORDERED that the Petition for sale of Hope to PH Gas as 
described by the SPA is denied. 

IT IS FURTHER ORDERED that the motions to supplement the record from CAD and 
Dominion are granted and the Commission also takes administrative notice of the 
November 19,2009 Order fkom the PaPUC. 

IT IS FURTHER ORDERED that on entry of this Order, this matter shall be removed 
from the active docket of Commission cases. 

IT IS FURTHER ORDERED that the Executive Secretary shall serve a copy of this 
Order on all parties to this proceeding by United States Mail and on Staff by hand delivery. , 

W t t J I d d  
08 1761cb.wpd 

A True Copy, Teste: 

Sandra Squire 
Executive Secr 
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In this Decision, the Public Utilities Regulatory Authority reviews the Connecticut 
Natural Gas Corporation’s request for a rate increase. It requested an increase in 
revenue of $20.047 million and a 10.25% return on equity. The Public Utilities 
Regulatory Authority approves an increase in revenue of $6.505 million and a return on 
equity of 9.18%. Also approved were mechanisms for tracking and reporting pipeline 
system expansion costs and revenues, earning sharing, decoupling and implementing a 
new federal gas pipeline integrity management program. 

The earning sharing mechanism encourages the earning of revenues above the 
allowed return on equity. The mechanism provides for a 50/50 sharing of the additional 
revenues with customers whenever the collected revenues result in earnings above the 
approved return on equity. 

The decoupling mechanism permits the collection of revenues necessary to 
maintain and operate the distribution system. The revenues collected for gas sales will 
be credited back to customers. 

With regard to needed pipeline repair and replacement, the Public Utilities 
Regulatory Authority approves a Distribution Integrity Management Program 
mechanism that allows recovery of the revenue requirement for main replacement 
activity between rate applications. Additionally, the Public Utilities Regulatory Authority 
approves a schedule - and budget for system integrity projects that target needed 
replacement of cast iron mains, bare steel mains and bare steel services. 

Regarding system pipeline expansion improvements, the Public Utilities 
Regulatory Authority directs the Connecticut Natural Gas Corporation to track and 
report its actual revenue requirement and revenues for the gas pipeline expansion 
activities through a System Expansion Reconciliation Mechanism. 

The Public Utilities Regulatory Authority finds that the approved increase in 
revenues, the return on equity and the rate mechanisms described above, along with 
other determinations made in this Decision, will result in just and reasonable rates, and 
will provide the Connecticut Natural Gas Corporation with sufficient revenue to maintain 
and operate a gas distribution system and provide a safe, adequate and reliable service 
to customers, while providing it an opportunity to earn a reasonable profit. 

B. BACKGROUND OF PROCEEDING 

By application dated July 8, 2013, the Connecticut Natural Gas Corporation 
(CNG or Company) filed an application (Application) with the Public Utilities Regulatory 
Authority (Authority or PURA) to amend its existing rate schedules. CNG seeks annual 
base delivery rate revenues of $357 million, which represents an increase of 
approximately 6.3% over the total revenues that would be expected under current rate 
schedules and projected sales on a total bill basis. In the Notice of Intent dated June 7, 



Docket No. 13-06-08 
Attachment RCS-8 
Docket Nos. W-O1794g&Ql31 & - 
W-01303A-15-013 1 

2013, CNG communicated that its need for additional revenues i&be&?&h!e that it has 
sufficient financial strength and resources to continue to invest in critical energy 
infrastructure to support the goals of the State of Connecticut‘s Comprehensive Energy 
Strategy (CES) and to continue to meet CNG’s public service obligation. 

c. CONDUCT OF PROCEEDING 

By Notice of Audit dated September 3, 2013 and October 3, 2013, the Authority 
conducted an audit of the books and records of the Connecticut Natural Gas Company 
on September 4, 2013 and October 8, 2013, at the offices of the Company, UIL 
Holdings Corporation, 157 Church Street - Conference Room 1609, New Haven, CT. 

By Notice of Hearing dated September 11, 2013, and Notice of Postponed 
Hearing dated September 20, 2013, pursuant to §§16-11, 16-19, 16-19b, 16-19e and 
16-19kk of the General Statutes of Connecticut (Conn. Gen. Stat.), and 516a-35-49 of 
the Regulations of Connecticut State Agencies (Conn. Agencies Regs.), the Authority 
held a public hearing on this matter on September 24, 2013, at its offices, Ten Franklin 
Square, New Britain, CT. The hearing continued at the offices of the Authority on 
September 25, 26, and 27, 2013, and October 15, 16, 17, 18, 22, 23, 24 and 25, 2013. 
A Hearing, for public comment only, was also held on September 24, 2013, at 6:OO 
p.m., at the offices of the Authority, Ten Franklin Square, New Britain, CT. 

D. PARTIES AND INTERVENORS 

The Authority recognized the following as Parties to this proceeding: Connecticut 
Natural Gas Corporation, P.O. Box 1500, Hartford, CT 06144-1500; The United 
illuminating Company, P.O. Box 1564, New Haven, CT 06506-0901; Office of 
Consumer Counsel, Ten Franklin Square, New Britain, CT 06051; and Department of 
Energy and Environmental Protection, 79 Elm Street, Hartford, CT 06106. The 
Authority granted Intervenor status to the following: Office of the Attorney General and 
the CT Independent Utility Workers Local 12924. 

E. PUBLIC COMMENT 

The Authority conducted an evening hearing for the purpose of receiving 
comments from the general public concerning CNG’s Application. The Company’s 
August 13, 2013 notice to customers regarding the hearing, was approved by the 
Authority on August 16, 2013. The evening public hearing was conducted at the offices 
of the Authority on September 24, 2013, and no members of the general public 
submitted testimony. 

The Authority received approximately 70 letters and emails from customers 
regarding the Application. The correspondence received by the Authority was 
unanimous in its opposition to the rate increase proposed and indicated that CNG’s 
request was excessive and not in line with current economic conditions. Customers 
also noted that CNG’s request would have a very negative effect on families or those on 
fixed incomes, such as senior citizens. Further, customers questioned why CNG would 
seek such a large rate increase when there was a drop in the commodity price of 
natural gas due to an increased availability of the resource. 
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I 

A. TEST YEAR I RATE YEAR 

It is the practice of the Authority in utility rate cases, to establish rates 
prospectively on the basis of historical test year, adjusted for pro forma purposes. In 
this case, CNG determined that the test year is the 12-month period ended December 
31, 2012. The rate year is the 12-month period ended December 31, 2014. Earley 
PFT, p. 2. 

6. RATEBASE 

1. Capital Expenditures by Major Class 

The table below shows CNG’s proposed capital expenditures by categories for 
the rate year 2014 and it illustrates an increase/decrease as compared to the test year 
capital expenditure. 

Reis, McNally and Jalette PFT, p. 13. 

The table above shows a total of $15.29 million increase in capital expenditures 
between the test year and calendar year 2014. This represents a 76% increase in 
spending. 

The New Business, Cast Iron Planned and Cast Iron Accelerated projects 
Specifically, New Business represent 63.6% of the proposed capital expenditure. 

3 
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Decision and impact the cash working capital the Company need@%@ jdfuthority also 
made other adjustments to the expense and income levels used by CNG to calculate its 
cash working capital request so that the end result is based on expense and income 
levels that mirror the expense and income levels allowed by this Decision. 

f. Conclusion on Working Capital 

Based on the adjustments detailed above related to cash working capital, the 
Authority calculates a cash working capital requirement for the Company of $14.189 
million. This amount is $10.248 million less than the $24.437 million proposed by the 
Company. As such, the Authority allows a cash working capital of $14.189 million 
($24.437 - $10.248 = $14.189). 

5. Accumulated Deferred Income Taxes 

This rate case provides the first review for the Authority, from a ratemaking 
perspective, of UIL Holdings Corporation’s (UIL) acquisition of CNG from lberdrola, 
USA. The change of control was approved by the Decision dated November I O ,  2010 
in Docket No. 10-07-09, Joint Apdication of UIL Holding Corporation and lberdrola USA 
Inc. for ApDroval of a Chanae of Control of Connecticut Natural Gas Corporation and 
the Southern Connecticut Gas ComDany (Change in Control Decision). In that Decision 
the PURA “formerly the Department” stated the following with respect to the ratemaking 
treatment associated with the method under which the change of control was accounted 
for and its impact on Accumulated Deferred Income Taxes (ADIT): 

In the instant Decision, the Department is not approving any accounting 
treatment. Therefore, there is nothing compelling or limiting the 
Department, in future rate proceedings, from considering the rate impact 
of any legal tax law election. In such future rate proceedings, all parties 
will have the opportunity to review and determine the propriety of UIL’s 
assertion that the elimination of the ADIT from CNG’s and Southern’s 
regulatory books of account will, in the end, result in rate base changes. 
The Department is keenly aware of the potential tax normalization issue 
that will surface in any rate case subsequent to the Closing. The 
Department’s position is that the change of control should not impact the 
cost of utility services that are provided to ratepayers. In subsequent rate 
case proceedings, CNG and Southern would be required to show that all 
accounting treatments resulting from the Proposed Transaction will not 
have adverse impacts on rates. Also, CNG and Southern will be required 
to file all journal entries to record the eliminations of the ADIT existing prior 
to the Closing. Furthermore, UIL will be directed to file exhibits, separately 
for CNG and Southern, showing the total book basis, total tax basis, total 
accumulated book depreciation and total accumulated tax depreciation for 
utility plant assets as of the period immediately prior to the Closing. UIL is 
hereby put on notice that, while the Department is allowing the 338(h)(20) 
Election, it is not recommending or by any stretch requiring such an 
election. UIL proceeds at its own risk regarding the ratemaking treatment 
that may or may not be afforded any election. The Department intends to 
safeguard ratepayers from adverse impacts due the change of control. 

Change in Control Decision, pp. 23 and 24. 
9 
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There was significant discussion, with diverging viewpointF@&!ihg the ADIT 
issue during the proceeding. At question is an ADIT balance that at the time of the 
change in control was a credit balance of $78.3 million. Due to the change in control 
being accounted for using a 338(h)(10) election, UIL restated its rate base at book value 
for ratemaking purposes and as a result extinguished its ADIT balance. There are 
ratemaking implications, as ADIT credit balances are an offset to rate base. The Parties 
agree that the remaining amount of unamortized ADIT in question, due to amortization 
since the change in control, is approximately a credit balance of $62,807,000 as of 
October 2013 and a credit balance of $60,272,000 as average rate base for 2014. Late 
Filed Exhibit No. 51; Tr. 11/5/131 pp. 2253 and 2254. 

Two main arguments were presented regarding the ADIT issue, the treatment 
that should be afforded the ADIT from a transactional view and in keeping with IRS 
regulations. The Company stated that the acquisition transaction must be viewed in 
totality. The transaction benefitted CNG, the Company's customers and the State in a 
variety of ways (e.g., commitment to infrastructure, natural gas growth, job creation, as 
well as energy efficiency). Moreover, the 338(h)(10) Election is just one of many 
components of this proceeding and it should not be singled out. The Company 
contended that ADITS are properly extinguished, due to the benefits of the change in 
control. The Company also stated that any "hold harmless" adjustment in connection 
with the 338(h)(10) Election are not warranted and could lead to severe adverse 
consequences for CNG and its customers. The implementation of a "hold harmless'' 
adjustment would constitute a tax normalization violation that would prohibit CNG from 
claiming accelerated depreciation going forward - thereby causing the Company to lose 
a cost-free source of financing with customers losing a future rate base offset. CNG 
Brief, p. 4. 

The OCC contended that while CNG relied on the discussion in the Change in 
Control Decision, the Company failed to provide information in its Application or in 
responses to interrogatories that would allow the Authority, the OCC or other docket 
participants to ascertain any financial benefit to ratepayers. It only argued about the 
detriment of the removal of the ADIT credit. Employee counts have increased, rather 
than decreased, and corporate costs have drastically increased. Corporate charges 
have increased from $18.803 million in the test year to $22.841 million in the rate year. 
The amount was subsequently updated to $23.819 million and is a substantial increase 
compared to the rate year amount authorized in the prior rate case of $8,932,293 for 
affiliate charges, which was prior to the change in control. In addition, when asked 
during the hearing, "[ils there anything you can point to that you presented in this case 
that would show the Authority which direction the revenue requirements have gone pre 
change in control versus post," the Company responded by saying "it's very difficult to 
look pre change of control versus post because of all the things that have changed." 
OCC Brief, pp. 130 and 131. 

The OCC recommended a "hold harmless" adjustment be made associated with 
the change in control approved in the Change in Control Decision. This 
recommendation is for the purpose of protecting ratepayers from the negative financial 
and rate consequences that result from that transaction, consistent with the Authority's 
intent to safeguard ratepayers from adverse impacts due to the change of control in that 
proceeding. Under the Section 338(h)(10) election, the acquiring entity is allowed to 
step up its basis of the acquired assets but as a consequence, the accumulated 
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deferred tax balance existing before the change in control is p$#%%%&, (Le., the 
deferred tax liability becomes a current tax). Id., pp. 125 and 126. 

The OCC disagreed with the Company’s position that a potential normalization 
violation would occur if a “hold harmless” adjustment is reflected in CNG’s revenue 
requirements that result from the current proceeding. The recognition of a rate base 
credit equal to the pre-acquisition ADIT balance as recommended has been utilized in 
other State jurisdictions. The OCC contended that the Company witnesses have 
provided no instances where a utility company has been placed on notice of a 
normalization violation due to a “hold harmless” adjustment being utilized in a utility rate 
proceeding after a Section 338(h)(10) election was made. In fact, in the Znd Supplement 
to the Response to Interrogatory AC-24, in the December 31, 2012 Form 10-K, outside 
auditors for UNITIL, the parent company for Northern Utilities, did not find that UNITIL 
was in an uncertain tax position after a “hold harmless” adjustment in the form of a rate 
base credit associated with pre-acquisition ADIT balances were reflected in the 
company’s rate case decided earlier in 2012. The OCC claimed that if UNITIL‘s outside 
auditors thought there was uncertainty regarding a potential normalization violation after 
the ratemaking adjustment was reflected in Northern Utilities New Hampshire rate case, 
Docket DG-11-069, they would have had to make such a disclosure in the notes to the 
financial statements in this SEC filing. The hold harmless adjustment could be 
structured in a number of ways. It could be an adjustment that reduces rate base, it 
could be in the form of a merger adjustment that reduces Operating and Maintenance 
(O&M) expenses, or could be in the form of revenue credits which are used to offset the 
Company’s revenue requirement. Id., pp. 132 and 133. 

The Attorney General (AG) argued that UIL’s Section 338(h)(10) election 
eliminated the ADIT account, which may have benefitted the transacting companies but 
will harm ratepayers unless corrected by the Authority because ratepayers would no 
longer receive the financial benefits that the ADIT provide. The AG fully supports the 
OCC’s proposal to structure a “hold harmless” adjustment to the CNG rate base or to 
devise revenue credits that would offset the loss of the ADIT. AG Brief, pp. 14 and 15. 

In response, the Company stated that the OCC’s proposal has no merit or 
foundation. It fails to recognize the (i) significant benefits that customers and the state 
have realized as a result of the acquisition of CNG by UIL and (ii) severe negative 
consequences that would result from a violation of tax normalization rules - the loss of 
the use of accelerated depreciation that would result from the implementation of a “hold 
harmless” adjustment. The Company strenuously opposed such an adjustment. It is 
not warranted and, if implemented, would create a problem that would dwarf the 
situation that the OCC erroneously contended needs to be addressed. UIL Reply Brief, 
p. 5. 

CNG agreed that the OCC limits its perspective and analysis to selective 
financial aspects of the transaction and comparing costs for the rate year (2014) to 
those established in CNG’s last rate case that was decided in 2009, well prior to the 
change in control. The OCC cited to two items, stating that each has increased: 
employee counts and corporate charges. As noted at the hearings, staffing levels that 
permit the Company to fulfill its public service obligations are not only reasonable but 
also absolutely necessary. According to Company Witness Nicholas: “We started 
adding jobs before the CES was even in draft form. . . . we knew we needed to beef up 
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staff in certain areas, and we took those steps. We didn’t immedi!&%$’c%fb in and file 
a rate case to cover those. In addition, the employee complement requested in this 
case is fully supported.” Id., p. 6. 

With respect to Corporate Charges, the Company claimed that they form a part 
of the costs required to fulfill public service obligations. For example, upgrades to 
computer systems were an absolute necessity. Corporate charges are also properly 
allocated to CNG. Comparisons to corporate charges prior to the change in control are 
meaningless. lberdrola USA Inc.’s (Iberdrola) shared services model was vastly 
different from UIL’s. For example, individuals who provided local financial and 
regulatory support were formerly part of CNG whereas they are now part of UIL shared 
services (with costs then allocated). As stated by Mr. Nicholas, “it’s a very natural 
reaction, show me the dollars, but, you know, we’ve got apples and bananas and 
oranges and whatever fruit you happen to choose.” The relationship of CNG to UIL 
versus CNG to lberdrola is very different. Aside from “alignment” factors, it is pointless 
to compare lberdrola shared services costs from several years ago to UIL shared 
services costs today - given underlying inflation and cost increases due to the passage 
of time. Id., pp. 6 and 7. 

In addition, CNG posits that customers have benefitted from the Company’s 
ability to manage its operations and not initiate a rate case for almost three years since 
the change in control. This occurred even in the face of the significant expenditures that 
were necessary to make such as investment in connection with new business growth, 
increasing employee count to address public service obligation needs, and 
implementing a much needed customer information system. The Company maintains 
that the Change in Control Decision could have been adjudicated through a settlement 
agreement that incorporated a “stay out” provision. However, even without such a 
settlement, the Company has, “stayed out” with rates remaining the same for quite 
some time following the acquisition. Id., pp. 7 and 8. 

According to the Company, the task for the Authority is to arrive at just and 
reasonable rates. As was discussed in the Change in Control Decision, the entirety of 
the transaction must be taken into account when examining the ADIT balance under 
discussion and that the ADIT balance must be reviewed against the backdrop of the 
entire rate request that is under review. The OCC isolated a single feature of a very 
large and complex transaction rather than evaluating the transaction as a whole. Every 
transaction has costs and the ADIT extinguishment was a cost of the transaction. The 
OCC inappropriately takes this single, particular issue and seeks a “one-for-one” 
adjustment. Id., p. 8. 

In terms of a normalization violation, CNG suggested that the OCC’s 
characterization of the Company’s position is inaccurate. The OCC stated that “[ilt 
appears that the Company is concerned that implementing a hold harmless adjustment 
based on an evaluation of the revenue requirement impact of the eliminated ADIT 
balance could violate the IRS’s normalization rules.” OCC Brief, p. 131. The Company 
(through its tax expert, Mr. Warren) stated that such an adjustment would constitute a 
normalization violation which would preclude the Company from claiming accelerated 
depreciation going forward. Moreover, as stated by Mr. Nicholas, I‘. . . there’s no way I 
would sign a return to the IRS if we knowingly had violated the normalization rules. . , . 
Thus, if the Company considered that an order issued by the Authority constituted a 
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violation of the normalization rules, the imposition of the pe&8v2&%d be self- 
executing. The Company would be compelled to file its subsequent tax returns without 
claiming accelerated depreciation.” Id., pp. 8 and 9. 

The Company addressed the tax issues emanating from the 338(h)(10) Election, 
including the normalization consequences of a “hold harmless” adjustment. While the 
OCC opined that a “hold harmless” adjustment would not violate the normalization rules, 
the Company stated that its sole support for this assertion consisted of two regulatory 
orders. In each of these orders, regulators approved settlements relating to acquisitions 
in which 338(h)(lO) elections were made. In these settlements, the purchaser agreed to 
implement a “hold harmless“ adjustment. The Company asserted that the OCC failed to 
acknowledge the true revenue requirement associated with the ADIT balance that was 
extinguished as a result of the 338(h)(10) Election. These were calculated by the 
Company and provided in Late Filed Exhibit No. 51 Supplemental. CNG determined a 
revenue requirement impact for the rate year of $3.8 million (as opposed to the $1 I .9 
million claimed by the OCC). 

As previously mentioned, there are two main arguments presented regarding the 
ADIT issue, the treatment that should be afforded the ADIT from a transactional view 
and in keeping with Internal Revenue Service (IRS) regulations. The Authority will first 
address the totality of the transaction. 

The Company was requested, in Interrogatories OCC-174 and OCC-409, to 
provide analysis of how the change in control with its 338(h)(10) election did not have 
an adverse impact on rates. The Company’s responses provided issues being 
addressed by CNG that would not have been addressed under other ownership. While 
the Authority is aware that “what if” analyses can be difficult to perform, the Company 
provided qualitative evidence regarding the impact of the change in control and 
338(h)(10) election when justifying its totality of transaction argument. It has been in 
excess of four years since the Change in Control Decision was finalized. The Company 
had ample opportunity to formulate a process by which to legitimize its argument of 
ratepayer benefit through the transaction by means other than qualitative arguments. 
Additionally, in the Change in Control Decision, the Authority stated that: 

Any rate proceeding will be based on a complete and full analysis of the 
operating company seeking the rate change, including its expenses, 
revenues, management prudency, customer service, no less, and guided 
by Conn. Gen. Stat. S16-19e. When that happens, only then will rates 
change, up or down, as appropriate. 

Change of Control Decision, p. 8. 

The instant proceeding is the very rate proceeding that the Authority 
contemplated with the above statement in the Change of Control Decision. Discovery 
has taken place and the Company had the chance to state its case regarding impacts of 
the 338(h)( 10) election and rate impacts. The Authority reviewed the Company’s 
positions that it used in its totality of transaction arguments. One argument the 
Company makes is that it is investing in replacing aging infrastructure over and above 
what had been done under prior ownership. This appears to be more of a local 
distribution company (LDC) norm of accelerating this infrastructure replacement than a 
conscious infrastructure decision by CNG. In its last rate case, Yankee was ordered to 
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accelerate its replacement program. 201 0 Yankee Gas Decisf?%: ‘3~&bined with 
changes in Federal regulations, this appears to be something that would have taken 
place with or without the change of control. In fact, in the same testimony, the 
Company witness acknowledges a cost with this increased replacement. 

The Company seems to infer that ownership under lberdrola would have 
deteriorated to a point of not meeting public service obligations. This is an extreme 
assumption. The same can be said of the new customer information and billing system. 
The Company stated that one reason that corporate costs are higher is because they 
have implemented new customer information and billing systems. The Company goes 
on to say that, in fact, lberdrola had a plan to replace them at some point and likely 
would have been done under their ownership. Tr. 10/16/13, p. 910. Again, it appears 
that the customer information and billing systems would have been undertaken 
regardless of the change in control. In the same testimony the witness finishes this 
thought by stating, I ‘ .  . . so I think you have to look at, you know, are ratepayers in a 
good position under UIL’s ownership in, total, and I think the answer is an unresounding 
yes, as compared to what was happening under its prior ownership.” Tr. 10/16/19, 
pp. 910 and 911. The conclusions drawn by the Company, with these items, are 
questionable at best. 

The Company also made claims of adding jobs in Connecticut for various 
programs, including the CES. However, when asked if the creation of these jobs would 
have happened absent the change in control, the Company was unable to provide a 
response. The Company stated “[tlhere would have been something. Would it be the 
same? I don’t know.” Id., pp. 91 I and 912. 

Regarding the CES involvement, the Authority finds that the Company’s claim 
unfounded that its involvement was “crucial” and warrants some benefit in terms of 
viewing the totality of the transaction. The CES is the single largest piece of energy 
legislation in Connecticut with regard to natural gas LDCs. While CNG may have 
played an important role in its development, to think that anyone operating an LDC in 
Connecticut, let alone two LDCs, would not have had a significant involvement in 
crafting such energy policy is doubtful at best. 

The Company’s argument that it has not filed for a rate increase since the 
change in control is also unsubstantiated as a perceived benefit resulting from the 
transaction. As admitted by the Company witness, there is no way to tell if the former 
owners of CNG would have filed any sooner, or therefore later, than what CNG has 
done under its ownership. As UIL and lberdrola are both for profit entities, and lacking 
any evidence to the contrary, no assumption can be made that the filing of a rate case 
would have been different, under either entities ownership. 

The Authority finds a lack of evidence regarding CNG’s claim that customers are 
in a better place now than prior to the change in control. Based on the evidence that 
the Company provided, there is no indication that the transaction has provided accrued 
benefits to ratepayers that would not have occurred absent the change in control. 
Evidence presented on normalization violations and 338(h)(10) elections was provided 
by the Company and the OCC. This included actions taken by other public utility 
commissions (PUCs), Federal Energy Regulatory Commission (FERC), private letter 
rulings (PLR) answered by the IRS and individual party testimony supporting very 
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different views on the issue. The Company provided exampl&eth%tf contended 
supported its position. This included ten attachments, consisting of two FERC 
decisions, four FERC letters and four IRS PLRs. Late Filed Exhibit No. 52. 

The OCC provided examples that it believed supported its position. These 
consisted of three decisions of PUCs that were the result of settlements. Response to 
Interrogatory AC-24. The OCC supplemented the response to Interrogatory AC-24 to 
include excerpts from Northern Utilities, Inc., a Company which was the subject of the 
three PUC decisions provided by the OCC. 

The Authority will first review the examples provided by the Company. 
Attachments 7 through I O  of Late Filed Exhibit No. 52 are PLRs answered by the IRS. 
All four PLRs have their own set of circumstances. However, the relevant question for 
this proceeding being answered by the IRS of ADIT balances and normalization 
requirements regarding Section 338(h)(10) election are common for these PLRs. The 
PLRs provided all include similar language with respect to ADITS, Section 338(h)(10) 
Elections and Normalization Rules. 

This election results, for federal income tax purposes, in a deemed taxable 
sale of assets by Target (as old Target) to itself (as new Target) in a 
taxable transaction. Because of this sale, old Target’s deferred tax reserve 
relating to accelerated depreciation is reduced under Section i. 167(l)- 
l(h)(2)(i) of the regulations to reflect the retirements of old Target’s assets. 
After the application of Section 1.167(1)-1 (h)(2)(i), old Target‘s deferred tax 
reserve resulting from accelerated depreciation ceases to exist. 
Accordingly, the deferred tax reserve resulting from accelerated 
depreciation should be removed from old Target’s regulated books of 
account and not flowed through to the customers of new Target, or 
Taxpayer. 

. . . the accelerated depreciation deduction attributable to old target‘s 
(Target) public utility property does not carryover to new target 
(Subsidiary). The ADFIT related to that property do not follow the assets. 

Consequently, the accelerated depreciation deduction attributable to old 
target‘s (Target) public utility property does not carryover to new target 
(Subsidiary). Neither accumulated deferred income tax nor the excess 
deferred reserve related to the property follow the assets. Retirements of 
public utility property subject to the normalization requirements of Section 
168 are reflected in adjustments to Taxpayer’s deferred tax reserve as 
well as its excess tax reserve (see Sectionl.l67(1)-i (h)(2)(i) and Rev. 
Proc. 88-12, 1988-1 C.B. 637, at 639). As a result of the sale, the reserves 
cease to exist. A violation of the normalization rules will occur if there is 
any reduction to Subsidiary rate base, after the Acquisition date, for the 
unamortized excess deferred reserve attributable to accelerated 
depreciation on public utility property. 

Late Filed Exhibit No. 52, Attachments 7-10. 

The PLR provided in Attachment 7 included an additional request by the taxpayer 
for determination if normalization rules are violated if, a taxpayer who has participated in 
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a Section 338(h)(10) election does not participate in a rate prot%&/ihgff&llowing the 
recognition of elimination of ADIT. On the issue of rate case timing, the IRS stated: 

In essence, Taxpayer has requested that the Service rule that the 
normalization rules do not require Taxpayer to initiate a rate proceeding 
recognizing the elimination of the ADFIT and ADITC balances. Based on 
the facts of this case, the normalization rules are not violated by the 
Taxpayer's decision not to seek a new rate determination. The Service 
does not generally determine such purely regulatory questions as to when 
rate proceedings are required or whether the determinations of a public 
utility commission will produce just and equitable rates. 

Late Filed Exhibit No. 52, Attachment 7. 

In response to the IRS' role in ratemaking, Company witness Warren stated the 
following: 

The service's interest is in protecting the tax benefits of, in this case, 
accelerated depreciation from regulatory treatment that doesn't comport 
with the normalization rules. They -- that's end all they're concerned 
with .. ..they don't control rate-setting. They don't want to control rate setting 
and legally they can't control rate setting. The only thing they can do is 
withdraw a tax benefit that is provided by the Internal Revenue. That's the 
only thing they can do. So what they -- their withdrawal of that benefit will 
be -- may be a consequence, and in fact, it certainly will be a 
consequence of regulatory treatment, but they can't mandate a particular 
regulatory treatment. All they can do is withdraw the tax benefit if the 
regulatory treatment is not consistent .with the normalization rules. 

Tr. 11/6/13, p. 2504. 

This draws the question of a regulators ability to provide a regulatory treatment 
when a Section 338(h)(10) election is made. As stated earlier, there are ratemaking 
implications associated with the 338(h)(10) election as well as a review of the totality of 
transaction in this docket. Is a regulator precluded from directing the utility to reflect a 
treatment that recognizes a difference in value that results from the election compared 
to proven benefits that the transaction has provided to ratepayers? Is the normalization 
requirement simply a mechanical exercise of removing ADIT from a Utility's regulated 
books with no regard to the cost of service? In the above instance, because the IRS 
does not require a rate proceeding within any specified time period following a 
338(h)(10) election, a utility can legally provide, in continuing to apply pre-merger rates, 
the benefits of accelerated depreciation. This appears to draw a distinction between the 
accounting and ratemaking treatments that can be afforded ADITS. From evidence 
presented in this proceeding, it does not appear to the Authority that the specific 
question of regulator actions causing normalization violations has ever been addressed 
by the IRS. 

Attachments 1 and 2 are FERC Orders. Attachment 2 refers to a February 1, 
1996 decision involving Koch Gateway (Koch Order). The Koch Order resulted in a 
settlement, including treatment of ADIT within the context of a 338(h)(10) election. 
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Koch received a private letter ruling from the IRS and based on t/%%&?&'&ling FERC 
eliminated some portion of the ADIT balance for ratemaking purposes. FERC stated 
that while it is not bound to follow an IRS ruling for ratemaking purposes, it was 
reluctant to take action which would endanger a pipeline's right to favorable tax 
treatment from the IRS. Late Filed Exhibit No. 52, Attachment 2, p. 18. The settlement 
also alludes to the settlement cost of service which includes the amortization of excess 
ADIT of $1 0.2 million. In reference to this amortization, the decision reads: 

Koch Gateway stated that this shall not preclude its right to use an 
accelerated tax depreciation provisions for federal income tax purposes. If 
the IRS proposes to preclude or limit Koch's right to use an accelerated 
depreciation method as a result of the procedures adopted here, Koch 
Gateway reserves the right to file for appropriate adjustments in its rates 

Late Filed Exhibit No. 52, Attachment 2, p. 3, Footnote 8. 

To the Authority, it is apparent that some portion of ADIT was reflected in rates 
after the PLR was received from the IRS, which prompted Koch to provide the 
clarification noted above. When asked to clarify the language in Footnote 8 as it related 
to rate setting, CNG responded that it did not know for sure and that it was not aware of 
what the mechanics were precisely. Tr. 11/5/13, pp. 2525 and 2526. 

Attachment 1 refers to a March 19, 2003 FERC Order regarding Enbridge 
Pipelines (referred to as KPC). The relevant portions of this Order essentially provide 
the mechanical steps that are taken post 338(h)(10) election with regards to ADIT. In 
the Order FERC stated: 

. . . because a taxable event had occurred, it had been reported to the 
Internal Revenue Service, taxes were due and payable on the sale, and 
the ADIT balances were extinguished. 

Late Filed Exhibit No. 52, Attachment 1, paragraph 45. 

When the taxes are due and payable on a sale, the ADIT balances are 
reduced to zero because of the operation of the tax laws and regulations. 

Late Filed Exhibit No. 52, Attachment 1, paragraph 68. 

The Company and the OCC agreed to the mechanics of the 338(h)(10) and 
accounting for the ADIT. Tr. 10/16/13, pp. 865 and 904. Again, the difference of 
opinion falls with the ratemaking associated with loss of ADIT. The Company argued 
that no adjustment is warranted while the OCC proposed a liability be established for 
ratemaking to safeguard ratepayers from the impact due to the change in control. 
Response to Interrogatory AC-25. 

Attachments 3 through 7 to Late Filed Exhibit No. 52 consist of letters issued by 
the FERC in response to parties seeking clarification of accounting treatment for 
transactions involving 338(h)( 10) elections. These letters essentially rely on previous 
rulings in FERC decisions; therefore, the Authority relies on the decisions themselves 
rather than letters that reference such decisions. 

17 



Attachment RCS-8 
Docket Nos. W-0 1 PQd 36 3 1 & Docket No. 13-06-08 
W-0 1303A- 15-0 13 1 

The Company testified that the ADIT treatment is always &%&g /t! 338(h)(10) 
transactions and in asset acquisitions because both involve preexisting deferred taxes. 
Witness Warren also testified to the conventional sequence of events where parties talk 
through the pluses and minuses of a transaction and there is a settlement that 
sometimes incorporates a rate credit or some other unallocated, non-specific response 
to not only the ADIT issue, but everything else in the case. Tr. 10/16/13, pp. 923 
and 924. 

The OCC’s evidence consisted of settlements approved by other PUCs. 
Response to Interrogatory AC-24. Settlements are not precedent setting and typically 
provide very few details. Therefore, the Authority can gain little evidence from these 
documents in terms of the vetting that occurred on the normalization issue. They do 
however, provide the Authority with evidence that consideration has been given to the 
ratemaking impacts of 338(h)(10) elections. Additionally, the UNlTlL annual report is 
not definitive evidence that a normalization violation would not be found to have 
occurred in the future. The Company makes valid arguments for not relying on this 
document in that (1) the subject company and/or its outside auditors actually identified 
the normalization issue, and (2) assuming that they did, that they properly analyzed that 
issue. CNG Brief, p. I O .  

The subject being contested here has very little history. The Company’s witness 
has been involved in four or five instances, all of which have been settled. Tr. 10/16/13, 
p. 926. In instances where a specific hold harmless provision was voluntarily instituted 
by a utility, witness Warren dismisses this as the parties involved having no idea what 
they were doing. Id., p. 930. Additionally, neither the OCC, the Company nor its expert 
witness could provide any instance where a normalization violation had occurred for any 
taxpayer. 

The issue of normalization violations being committed as it relates to the actions 
of a PUC is anything but clear. The Authority will proceed with caution on this issue as 
the consequences of a normalization violation are severe. CNG is rightfully concerned 
regarding potential negative consequences of a normalization violation and stated that 
“if the Company considered that an order issued by the Authority constituted a violation 
of the normalization rules, the imposition of the penalty would be self-executing. The 
Company would be compelled to file its subsequent tax returns without claiming 
accelerated depreciation.” CNG Brief, pp. 8 and 9. However, the Authority also finds 
that the evidence and testimony presented in this proceeding is unconvincing in terms 
of the creation of a normalization violation. The Authority concludes that the only 
means to a definitive answer on this issue is to go to the source, the IRS. The Authority 
hereby orders the Company to seek a private letter ruling with regards to the specific 
question of after extinguishment of an ADIT balance, whether or not a PUC directive to 
institute a ratemaking mechanism to reflect a credit to ratepayers of ADIT benefits lost 
through a 338(h)(10) election would constitute a normalization violation. The Company 
shall file its proposed draft PLR to the PURA, for approval, no later than March 14, 
2014. 

For the current proceeding, the Company is allowed to reflect the extinguishment 
of ADITS associated with the change of control. However, the Company shall, until 
further notice from the Authority, track the revenue requirements associated with the 
credit ADIT balance of $60,272,000 as average rate base for 2014. In the event of a 
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ruling from the IRS stating that imposing a ratemaking mechanisfi%b8ffb’hot create a 
normalization violation, the Authority will use this calculation as the basis for a 
correction of rates. 

The Company stated that the cost of requesting the PLR is approximately 
$70,000 and requests that it be permitted to establish a regulatory asset to defer the 
actual expense associated with the PLR. CNG Written Exceptions, p. 9. 

The Authority denies this request as the Company itself chose to conduct the 
change of control by means of a 338(h)(10) election, which has led to the need for a 
PLR. This decision lies directly with UIL Management and therefore shall not be 
charged to ratepayers. 

6. Table I 

Table I details the Company’s pro forma amounts, the Authority’s adjustments 
and the final amounts as adjusted by the PURA. In addition to the adjustments 
described above, the Authority has also adjusted rate base for accumulated 
depreciation (-$I .96 million) and deferred taxes ($800,000) resulting from an adjustment 
to depreciation expense (see Section ll.C.6. Deweciation). Also adjusted is capitalized 
payroll ($92,500) and payroll taxes ($7,000) resulting from adjustments to payroll and 
payroll tax expenses (see Section II.C.l Pavroll. Finally, an adjustment to deferrals in 
rate base resulting from an adjustment to the amortization to deferrals ($55,000) 
resulting in an adjustment to amortization of deferrals (see Section 1I.C. 12. Amortization 
of Deferrals). 
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STATE OF CONNECTICUT 
PUBLIC UTILITIES REGULATORY AUTHORITY 

JOINT APPLICATION OF IBERDROLA, S.A., 
IBERDROLA USA, INC., IBERDROLA USA 
NETWORKS, INC., GREEN MERGER SUB, INC. 
AND UIL HOLDINGS CORPORATION FOR 
APPROVAL OF A CHANGE OF CONTROL 

Docket No. 15-07-38 

September 18,2015 

SETTLEMENT AGREEMENT 

WHEREAS, this Settlement Agreement is entered into by and between Iberdrola USA 
Networks, Inc. (“Networks”), Iberdrola USA, Inc. (“IUSA”), Iberdrola, S.A. (“Iberdrola” and 
collectively with Networks and IUSA, the “IUSA Affiliates”), Green Merger Sub, Inc. (‘Merger 
Sub”) and UIL Holdings Corporation (“UIL” and collectively with the IUSA Affiliates and 
Merger Sub, the “Applicants”) and Elin Swanson Katz, Consumer Counsel, on behalf of the 
State of Connecticut, Office of Consumer Counsel (“OCC” and collectively with the Applicants 
the “Settling Parties”), in connection with the application filed by the Applicants on July 31, 
2015 (“Application”) for approval of a transaction that, if approved, would result in a change in 
control of UIL (“Proposed Transaction”) pending before the Public Utilities Regulatory 
Authority (“Authority”) in the above-referenced docket; 

WHEREAS, the Applicants filed their Application for approval of the Proposed 
Transaction with the Authority, and the Settling Parties subsequently have engaged in discovery, 
hearings and negotiations concerning the Application, the Proposed Transaction and the matters 
addressed in this Settlement Agreement; 

WHEREAS, the Settling Parties have discussed various matters related to the Application 
and Proposed Transaction, and wish to resolve those issues on mutually agreeable terms, and 
without establishing any precedent or principles applicable to any other proceedings; and 

WHEREAS, it is the policy of the Authority, consistent with Conn. Gen. Stat. §16-19jj, 
to encourage the use of settlements to resolve contested cases and proceedings. 

NOW THEREFORE, in consideration of the exchange of promises and covenants herein 
contained, the legal sufliciency of which is hereby acknowledged, the Settling Parties agree, 
subject to approval by the Authority, as follows: 
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AUTHORITY APPROVAL 

1. Merger Approval - The Settling Parties agree that the Proposed Transaction, as 
supplemented, modified or superseded by this Settlement Agreement, is consistent with 
Connecticut law and the public interest and should be approved by the Authority without 
additional conditions. This Settlement Agreement is contingent upon the Authority’s 
approval of this Settlement Agreement. 

MERGER-RELA TED DIRECT ECONOMIC BENEFITS 

2. Customer Rate Credits - The Applicants will provide $20 million in customer rate 
credits in the aggregate to customers of The United Illuminating Company (“UI”), 
Connecticut Natural Gas Corporation (“CNG’) and The Southern Connecticut Gas 
Company (“SCG’ and collectively with CNG and UI, the “UIL Utilities”) in the first year 
following the closing. 

a. OCC recommends the following approach for allocating the $20 million among 
the three UIL Utilities: A one-time, $20 million rate credit to customers will be 
allocated to UI, SCG and CNG based on the total number of retail customers at 
each utility in proportion to the total number of retail customers of the three UIL 
Utilities. Each Company’s rate credit will be allocated to firm retail customer 
classes (k, residential, commercial and industrial) based upon their proportional 
share of the monthly customer charges, and will appear on the bill as a uniform 
dollar amount credit for each separate customer class as a separate line item, 

. along with an explanatory bill message. All customers within a retail customer 
class shall receive the same rate credit dollar amount. The rate credits will be 
applied to billing cycles in or before the third full billing month following the 
closing of the Proposed Transaction. 

3. Additional Ratepayer Benefits for CNG Customers - The Applicants will provide 
$12.5 million in rate credits to customers of CNG over the ten-year period of 2018-2027 
($1.25 million per year). 

4. Additional Ratepayer Benefits for SCG Customers - The Applicants will provide the 
following benefits to customers of SCG: 

a. $1.6 million in ratepayer savings associated with doubling SCG’s bare steelhast 
iron main replacement (fkom $1 1 million per year to $22 million per year) over a 
three-year period without seeking recovery until the next SCG rate case. 

b. $7.5 million in rate credits over the ten-year period of 2018-2027 ($0.75 million 
per year). 

5.  Base Rate Freezes - The Applicants commit to distribution base rate fieezes for the UIL 
Utilities, which will result in significant customer savings. Specifically: 
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a. UI’s current distribution base rates will remain with no new distribution base rates 
in effect before at least January 1,2017; and 

b. CNG’s and SCG’s respective current distribution base rates will remain with no 
new distribution base rates in effect before at least January 1, 201 8. 

6. Clean Energy Fund - The Applicants will provide $2 million per year for a three-year 
period following closing to the State of Connecticut Department of Energy and 
Environmental Protection (“DEEP’) to be used to stimulate public and private investment 
in energy efficiency, renewable generation, storage, alternative transportation, electric 
vehicles and other clean technologies. 

7. Storm Resiliency - Within 6 months after closing, UI will submit a multi-year plan and 
cost recovery mechanism to the Authority for spending on additional distribution system 
resiliency. The program will be subject to the Authority’s review and approval. Subject 
to such approval, UI commits that all investment will be made in a timefiame approved 
by the Authority. UI will commit to seeking the following rate treatment for the first $50 
million in such spending: LJI will be allowed to recover the revenue requirements 
associated with the investment through the system benefits charge, federal mandated 
congestion charge or similar mechanism, but for the period of two years following 
completion of the investment, for the equity portion of the investment, UI will not 
recover the difference between (a) the cost of equity and (b) the cost of debt, which will 
result in an estimated UI customer benefit of $5 million. 

8. Customer Disaster Relief - The Applicants commit to provide $1 million for disaster 
relief needs for Connecticut residents through entities such as the Connecticut 
Coordinated Assistance and Recovery’ Endowment (CT CARE). 

9. Charitable Contributions - UIL and the UIL Utilities will maintain their current 
charitable giving and corporate philanthropy programs for at least four years (based upon 
historical annual contribution levels of between $500,000 to $800,000). 

10. Hirings - During the three years following closing, the Applicants commit to hire 150 
people in the State of Connecticut (to the extent such people are hired as contractors, such 
contracts will be multi-year). 

11. English Station - UI has signed a Proposed Partial Consent Order (“Consent Order”) 
that, when approved by the Commissioner of DEEP and subject to the closing of the 
Proposed Transaction and other terms and conditions in the Consent Order, requires UI to 
investigate and remediate certain environmental conditions within the perimeter of the 
English Station site. To the extent that the investigation and remediation is less than $30 
million, UI will remit to the State of Connecticut the difference between such costs and 
$30 million for a public purpose as determined in the discretion of the Governor, the AG, 
and the Commissioner of DEEP. The remediation will benefit the City of New Haven, 
and will further the State’s broader goals of revitalizing contaminated sites. Accordingly, 
this would provide a public interest benefit estimated at $30 million. 
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12. 

13. 

14. 

Litigation - 
a. OCC will withdraw its appeal of Docket No. 3-06-08 upon the expiration of the 

time period for appeal of the order approving the settlement agreement if no 
appeal has been taken, or such earlier date as all docket participants agree that no 
appeal will be taken. The Authority will issue a supplemental decision in Docket 
No. 13-06-08 to remove the requirement that CNG file a private letter ruling 
request by CNG with the Internal Revenue Service as all issues have been 
resolved. 

b. UI will withdraw its appeals of Docket Nos. 99-03-35RE20 and 14-02-01 upon 
the expiration of the time period for appeal of the order approving the settlement 
agreement if no appeal has been taken, or such earlier date as all docket 
participants agree that no appeal will be taken. 

The Authority’s approval of this Settlement Agreement shall resolve all issues 
related to the transaction approved by the Authority in Docket No. 10-07-09. 

e. 

CUSTOMER SERVICE OUALITY BENEFITS 

Customer Service Quality - The UIL Utilities will improve the following customer 
service metrics by 5% by the end of the third calendar year following closing: (a) 
average answering times; (b) % abandoned calls; and (e) % appointments met. In the 
event that such commitments are not met, the Authority will hold a regulatory proceeding 
and determine any penalties to be imposed. 

Safety and Reliability Quality - The Applicants will maintain the high level of safety 
and reliability (determined as the average of the four preceding calendar years) as 
measured by SAID1 and SAIFI for UI and by gas leak response and third party damage 
for SCG and CNG. In the event that such commitments are not met, the Authority will 
hold a regulatory proceeding and determine any penalties to be imposed. 

MAINTAIhYNG LOCAL MANAGEMENT 

15. Local Management - 

a. There will be no changes to the day-to-day management and operation of the UIL 
Utilities as a result of the Proposed Transaction. 

b. The UIL Utilities will retain their current authority and decision-making. 

c. There will be no reductions to any of the Grants of Authority currently in effect 
for UIL and the UIL Utilities. 
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d. A new management position will be created, the President of Connecticut 
Operations, who will come fi-om the existing management team of UIL or the UIL 
Utilities. 

e. The President of Connecticut Operations will be headquartered in Connecticut, 
along with people involved in the management of UIL and the UIL Utilities 
(regardless of the entity at which they will ultimately be employed). 

f There will be no involuntary terminations, except for cause or performance, in the 
State of Connecticut for at least three years after closing. 

g. A Connecticut resident will be named to the Networks board of directors. This 
person will be an independent @e., non-management) director. 

h. The Applicants will support a management audit of any of the UIL Utilities 
following closing of the Proposed Transaction and note that any such audits may 
be most usehl if initiated following the integration of the UIL Utilities, or shortly 
before the end of the second year following closing of the Proposed Transaction. 

1. The Applicants commit to include the service territories of the UIL Utilities in the 
group of locations where meetings of IUSA’s and Networks’ boards of directors 
and management are held. 

j. The Applicants commit that the interests of UI and the State of Connecticut will 
be given substantial consideration in the ISO-NE stakeholder processes. Either 
the Applicants’ member or alternate on the NEPOOL Participants Committee will 
be from the State of Connecticut. 

k. IUSA intends to maintain its ownership of UIL and the UIL Utilities and is 
committed to the State of Connecticut. The Applicants have no plans to sell the 
UIL Utilities and acknowledge that any such sale in the fbture would require 
approval by the Authority. 

RYNG-FENCING MEASURES AND 
ADDITIONAL LOCAL MANAGEMENT COMMITMENTS 

16. Special Purpose Entity - Following the consummation of the Proposed Transaction, the 
Applicants will create a tax neutral special purpose entity (“SPE”) that is a direct, wholly- 
owned subsidiary of Networks. The SPE will have four directors appointed by IUSA. 
One of the four SPE directors will be an independent director, who will be an employee 
of an administration company in the business of protecting SPES, and must meet the other 
independence criteria set forth in the SPE governing documents. One other director will 
be appointed fiom among the officers or employees of UIL or a UIL subsidiary. The 
other two SPE directors may be officers or employees of IUSA or its affiliates, including 
UIL and its subsidiaries. The SPE will directly own 100% of the ownership interests in 
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17. 

18. 

19. 

20. 

21. 

22. 

23. 

UIL and function as the intermediate holding company separating UIL and its 
subsidiaries, including the UIL Utilities, from the IUSA Affiliates. The SPE will operate 
so as to provide protection to UIL and the UIL Utilities fiom bankruptcy proceedings of 
the IUSA Affiliates. The SPE will have no other operational functions, and none of the 
cost of establishing, operating or modifying the SPE will be recovered kom the UIL 
Utilities’ customers. 

Separate Corporate Existence - At all times, the SPE will maintain its separate 
existence as a separate corporate subsidiary of Networks, UIL will maintain its separate 
existence as a separate corporate subsidiary of the SPE, and each of the UIL Utilities will 
maintain their separate existences as separate corporate subsidiaries of UIL with their 
separate utility fianchises, obligations and privileges. At all times, each of UIL and the 
UIL Utilities will hold themselves out as an entity separate fiom its affiliates, will 
conduct business in its own name through its duly authorized directors and officers, 
comply with all organizational formalities to maintain its separate existence and shall use 
commercially reasonable efforts to correct any known misunderstanding regarding its 
separate identity. 

Separate Books and Records; Authority Access to Books and Records - UIL, the UIL 
Utilities and the SPE will each maintain separate books, records, bank accounts and 
financial statements reflecting its separate assets and liabilities. Upon request, the 
Applicants agree to provide the Authority and its Staff and OCC access in the State of 
Connecticut to UIL‘s and the UIL Utilities’ original books and records as maintained in 
the ordinary course of business within twenty working days after such request. 

No Cross-Default - None of the UIL Utilities will include a condition in their debt 
agreements that would cause a default as a result of the default of an affiliate’s debt, other 
than the existing limited provisions (or similar successor provisions) as required by 
bondholders related to ERISA compliance. 

Arm’s-Length Relationships - UIL, the UIL Utilities and the SPE will maintain arm’s- 
length relationships with each of their affiliates and observe all necessary, appropriate, 
and customary company formalities in their dealings with their affiliates. 

No Commingling of Funds - The SPE will not commingle its finds or other assets with 
the hnds or other assets of any other entity and shall not maintain any fUnds or other 
assets in such a manner that it will be costly or difficult to segregate, ascertain or identify 
its individual funds or other assets ftom those of its owners or any other person. 

Separate Debt/Preferred Stock - Each of the UIL Utilities will maintain separate debt, 
and, for CNG, separate preferred stock, so that none will be responsible for the debts or 
preferred stock of affiliated companies. 

No Assumption of Debt -With respect to any acquisition by any affiliated companies, 
none of UIL or the UIL Utilities will incur or assume any debt, including the provision of 
guarantees, pledges or collateral support. UIL and its operating utilities will not incur or 
assume any debt, including the provision of guarantees or collateral support, related to 
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this merger or any future IUSA or Iberdrola acquisition. The SPE will not incur or 
assume any debt, including the provision of guarantees, pledges or collateral support, 
unless otherwise approved by the Authority. 

24. Money Pools - The UIL Utilities may only participate in money pools where the other 
participants in such money pools are other regulated utility affiliates in the United States 
unless otherwise authorized by the Authority. Notwithstanding the foregoing, UIL may 
participate in such money pool as a lender but not as a borrower. 

25. Registration with Credit Rating Agencies - Each of IUSA and the UIL Utilities shall 
register with at least two out of the three major nationally and internationally recognized 
bond rating agencies, such as Standard & Poor’s, Moody’s Investor Service, and Fitch 
Ratings, and intend to maintain at least an investment grade credit rating. 

26. Rating Agency Presentations - Copies of all presentations made to credit rating 
agencies by IUSA or any of its affiliates that relate to UIL or the UIL Utilities must be 
provided, within ten business days of the presentation, to the Authority’s Staff and OCC 
on a continuing basis, subject to appropriate confidentiality protections including a 
protective order. 

27. Internal Corporate Reorganization - IUSA shall not engage in an internal corporate 
reorganization relating to UIL, the UIL Utilities or the SPE for which the Authority’s 
approval is not required without 90 days prior written notification to the Authority. Such 
notification shall include: (a) an opinion of reputable bankruptcy counsel that the 
reorganization does not impact the effectiveness of UIL’s existing ring-fencing; or (b) a 
letter fiom reputable bankruptcy counsel describing what changes to the ring-fencing 

reorganization and a letter fkom IUSA committing to obtain a new non-consolidation 
option before the reorganization and to take any brther steps necessary to obtain such an 
opinion. None of IUSA or its affiliates will object if the Authority elects to open an 
investigation into the matter if the Authority deems it appropriate. Notwithstanding the 
above language in this Paragraph, the Applicants shall not alter the ring-fencing plan 
described in these ring- fencing requirements without first obtaining approval in a written 
order fi-om the Authority. 

- would be required to ensure UIL is at least as effectively ring-fenced following the 

28. GAAP - The SPE and UIL will comply with U.S. generally accepted accounting 
principles (“GAAP”) in all material respects (subject, in the case of unaudited financial 
statements, to the absence of footnotes and to normal year-end audit adjustments) in all 
financial statements and reports required of it and issue such financial statements and 
reports separately fiom any financial statements or reports prepared for its affiliates; 
provided, however, that such financial statements or reports may be consolidated with 
those of its affiliates if the separate existence of UIL and its assets and liabilities are 
clearly noted therein. 

29. Independent Board Members - Networks will have a board of directors consisting of 
seven or more people. At least three of the members of the Networks board must be 
independent (as defined by New York Stock Exchange rules). At least one of the 
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independent directors will be a Connecticut resident. UIL’s seven-member Board of 
Directors will include one director from the electric utility in Connecticut and one 
director from one of the gas utilities in Connecticut. The UIL Board of Directors will 
select the Board of Directors of the three regulated operating utilities, and those boards 
will choose the officers of each operating company. 

30. Golden Share - 

a. The SPE will issue a non-economic interest (a “Golden Share”) in the SPE to an 
administration company in the business of protecting special purpose entities and 
separate fiom the administration company retained to provide the person to serve 
as the independent director for the SPE. The holder of the SPE’s Golden Share 
will have the right to vote on matters specified in the SPE governing documents, 
as described in this Paragraph. 

b. A voluntary petition for bankruptcy by the SPE will require the affimative 
consent of the holder of the Golden Share as well as the affirmative vote of the 
SPE’s board of directors, including the vote of the independent director on the 
SPE’s board of directors. A voluntary petition for bankruptcy by UIL will require 
the affirmative consent of the holder of the Golden Share, the unanimous vote of 
the SPE’s board of directors (including the independent director), and the 
unanimous vote of UIL’s board of directors. A voluntary petition for bankruptcy 
for any of UIL’s subsidiaries will require the unanimous vote of the UIL board of 
directors and the unanimous vote of the board of directors of the relevant UIL 
subsidiary. 

c. - Any amendment to the organizational documents of the SPE that would remove 
or alter the voting or other ring-fencing requirements set forth in this document 
will require the affirmative vote of the SPE’s board of directors and the 
affirmative consent of the holder of the Golden Share. 

3 1. Non-consolidation Opinion - IUSA will obtain a legal opinion in customary form and 
substance, to the effect that, as a result of the ring-fencing measures it has implemented 
for UIL and its subsidiaries, a bankruptcy court would not consolidate the assets and 
liabilities of the SPE with those of IUSA, in the event of an IUSA bankruptcy, or the 
assets and liabilities of UIL or its subsidiaries with those of either the SPE or IUSA, in 
the event of a bankruptcy of the SPE or IUSA. In the event that such opinion cannot be 
obtained, IUSA will promptly implement such measures as are required to obtain such 
opinion. 

32. SPE and Non-consolidation Opinion Costs - None of the cost of establishing, 
operating, or modifying the SPE will be borne by UIL or the UIL Utilities or the 
customers of the UIL Utilities. The cost of obtaining the opinion of legal counsel referred 
to in Paragraph 3 1 (or any future opinion) will not be borne by UIL or the customers of 
the UIL Utilities. 
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33. Minimum Common Equity Ratio - Each of the UIL Utilities is permitted to pay 
dividends in any year up to an amount equal to the sum of (i) income available for 
common dividends generated in that year; (ii) the cumulative amount of retained earnings 
accrued in prior years starting with the closing date of this Proposed Transaction; and (iii) 
that portion of paid-in capital that was recorded on their respective books as 
unappropriated retained earnings, unappropriated undistributed earnings, and 
accumulated other comprehensive income immediately prior to the closing date of the 
Proposed Transaction, to the extent that those earnings have not already been paid out as 
dividends in years following the closing date of the Proposed Transaction; however, no 
dividends may be paid by a UIL Utility if payment would result in that UIL Utility being 
unable to maintain a minimum common equity percentage in its capital structure that is 
no lower than 300 basis points (3%) below the equity percentage used to set rates in the 
UIL Utility’s most recent distribution rate proceeding(measured using a trailing 13-month 
average calculated as of the most recent quarter end), exclusive of goodwill. In addition 
to the aforesaid 300 basis point limitation, for the first six months after the closing date of 
the Proposed Transaction, a UIL Utility is precluded from paying dividends in excess of 
$10 million that is funded from paid-in capital. Isolated events, such as mandated 
changes in accounting, that temporarily affect equity will be reported to the Authority and 
excluded from the common equity ratio calculation. This minimum equity ratio 
requirement will not have any impact on the Authority’s right to establish equity ratios 
used for ratemaking purposes in hture rate cases, and all parties as well as the 
Authority’s Staff shall retain all rights to take positions, submit evidence and make 
arguments in those future rate cases about the appropriate equity levels for ratemaking 
purposes. 

34. Limitations on Dividends - 

a. No UIL Utility shall make any distribution to its parent if the UIL Utility’s 
corporate issuer or senior unsecured credit rating, or its equivalent, is rated by any 
of the three major credit rating agencies below investment grade. 

b. No UIL Utility shall issue any dividend to its parent if such UIL Utility’s 
corporate issuer or senior unsecured credit rating, or its equivalent, falls to the 
lowest investment grade rating and there is a negative watch or review downgrade 
notice for the company as determined by two of the three major credit rating 
agencies or, alternatively, if such credit rating falls below investment grade 
without such notice (“Ratings Event”). The UIL Utilities retain the right to 
petition the Authority for the ability to issue a dividend if such a Ratings Event 
occurs. This restriction will end when the Ratings Event ends, such that the 
relevant credit rating is restored, the negative watch or review notice is removed 
with no negative action taken, or the Authority or its designee specifically 
approves the payment of dividends or transfer of items of value. 

c. Each UIL Utility shall file with the Authority an officer’s certificate twice a year 
certifying that for that six-month period, each payment of a dividend, the 
calculations that it used to determine the equity level at the time the board of 
directors considered payment of the dividend and the calculations to demonstrate 
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that the common equity ratio immediately after the dividend payment did not fall 
below the Minimum Common Equity Ratio defined in Paragraph 33 above, as 
equity levels are calculated under the ratemaking precedents of the Authority. 
The calculations used by each UIL Utility will also be filed with the officer’s 
certificate. 

35. Ratings Event - If a Ratings Event described in Paragraph 34 occurs with respect to a 
UIL Utility: 

a. The company affected by that Ratings Event may not transfer, lease, or lend any 
moneys, assets, rights, or other items of value to any affiliate without first 
obtaining the Authority’s approval. These provisions exclude payments for 
goods, services, and assets related to reasonable commitments made 180 days or 
more before the Ratings Event, routine transactions required in the regular course 
of business pursuant to contracts or other arrangements in existence 180 days or 
more before the Ratings Event, corporate taxes, and payments, if not accelerated, 
of principal or interest on loans. 

b. The UIL Utility affected by that Ratings Event must file a plan with the Authority 
within 60 days explaining the actions that are planned to address and rectify the 
situation. 

36. UIL Senior Management - UIL senior management will continue to establish priorities 
and respond to local conditions as it does today. UIL will continue to have the authority 
and responsibility to provide input into the development of the UIL Utilities’ capital and 
operating and maintenance expense budgets and implement the approved budgets. While 
the UIL Utilities’ budgets will be reviewed by Networks, they must also be approved by 
the UIL board of directors. 

37. Access to Senior Management - As a member of the IUSA management team, UIL will 
meet with the IUSA CEO at least monthly and have direct and frequent access to him and 
other members of IUSA’s senior management team. 

38. Connecticut Operations - The UIL Utilities will continue to operate within the State of 
Connecticut as public utilities subject to the continuing jurisdiction of the Authority 
pursuant to the State of Connecticut’s applicable statutes regulating public utilities, and 
without any reduction in the Authority’s existing oversight or authority over the UIL 
Utilities . 

39. Corporate Governance Principles and Delegation of Authority - The authority and 
responsibility delegated to local management will be clearly delineated in formal, written 
documents including a statement of Corporate Governance Principles and a Delegation of 
Authority (“DON’). The DOA will demarcate, among other things, levels of expenditures 
and defined categories of decisions that can be authorized solely by the management of 
UIL and its regulated operating utilities with utility Board of Directors’ approval. UIL’s 
existing Grants of Authority document satisfies this DOA commitment. The references 
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to the “Board” in UIL’s Grants of Authority mean UIL’s Board of Directors. After 
closing, UIL’s Board of Directors will ratify the existing Grants of Authority. 

Board and Shareholder Meetings - IUSA’s Board of Directors will include the UIL 
Utilities’ service territories among the regular locations of IUSA’s board and shareholder 
meetings. 

Management Meetings - IUSA and Networks will include the UIL Utilities’ service 
territories among the locations of their regular periodic management meetings. 

Delegations of Authority - Delegations of authority will be established setting forth the 
authorizations of officers of UIL and its utility subsidiaries to act on behalf of UIL and its 
utility subsidiaries without further authorization fiom Networks or IUSA. The proposed 
delegations of authority for UIL and its utility subsidiaries will be set forth in that 
document. The delegations of authority for the regulated subsidiaries adopted by UIL will 
not be amended to reduce authorization levels of the regulated subsidiaries officers 
without prior notice to the Authority. 

SPE’s Title to Real and Personal Property - The SPE shall ensure that title to all real 
and personal property acquired by it is acquired, held and conveyed in its name. 

Timing, Implementation and Review - The Applicants agree to implement the 
commitments set out above within 180 days of the consummation of the Proposed 
Transaction and will not modify or terminate any such commitments without first 
obtaining the Authority’s approval. Ten years after the closing of the Merger, the 
Applicants shall have the right to review the provisions contained in this document, and 
to make a filing with the Authority requesting authority to modify or terminate those 
provisions. Notwithstanding such right, Applicants agree not to proceed with any such 
modification or termination without frrst obtaining the Authority’s approval in a written 
order. The Applicants recognize that the Authority at any time may initiate its own 
review or investigation regarding ring-fencing measures (or upon petition by any party) 
and order modifications that it deems to be appropriate, in the public interest and in the 
best interest of the UIL Utilities’ customers. 

Annual Compliance Report - UIL will file with the Authority an annual compliance 
report with respect to the ring-fencing and other requirements certified by an executive 
thereof under penalty of perjury. 

Officer’s Certificate - At the time the SPE is formed and every year thereafter, UIL 
shall provide the Authority with a certificate fiom an officer of IUSA certifying that: (a) 
IUSA shall maintain the requisite legal separateness in the corporate reorganization 
structure; (b) the organization structure serves important business purposes for IUSA, and 
(c) UIL and its regulated subsidiaries will be kept separate to avoid substantive 
consolidation of UIL or its regulated subsidiaries with Networks or IUSA. 

Tracking Mechanisms - UIL and the UIL Utilities will create internal tracking 
mechanisms to ensure compliance with these ring-fencing requirements and file with the 
Authority an annual compliance report with respect to such ring-fencing requirements. 
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AUTHORITYAPPROVAL AND OTHER CONDITIONS 

48. Settlement Approval - The Settling Parties assert that, if the Authority does not approve 
this Settlement Agreement in its entirety this filing shall be deemed to be withdrawn and 
shall not constitute a part of the record in any proceeding or used for any other purpose. 
If the Authority does not so approve this Settlement Agreement, the Settling Parties 
reserve their respective rights to pursue approval of the Application and/or their 
respective positions thereon as if this Settlement Agreement never existed. 

49. The provisions of this Settlement Agreement are not severable. This Settlement 
Agreement is conditioned on its full approval by the Authority without additional 
conditions or requirements. 

50. If, for any reason, the Proposed Transaction is not consummated, the terms of this 
Settlement Agreement shall be null and void and no longer apply even if already 
approved by the Authority subject to the terms set forth herein. 

5 1. This Settlement Agreement shall not be deemed in any respect to constitute an admission 
by any party that any allegation or contention in this proceeding is true or false. Except 
as specified in this Settlement Agreement to accomplish the customer benefit intended by 
this Settlement Agreement, the entry of an order by the Authority approving the 
Settlement Agreement shall not in any respect constitute a determination by the Authority 
as to the merits of any other issue raised in this proceeding. 

52. The making of this Settlement Agreement establishes no principles and shall not be 
deemed to foreclose any party fiom making any contention in any proceeding or 
investigation, except as to those issues and proceedings that are resolved and tenninated 
by approval of this Settlement Agreement. 

53. This Settlement Agreement is the product of settlement negotiations. The Settling Parties 
agree that the content of those negotiations (including any workpapers or documents 
produced in connection with the negotiations) are confidential, that all offers of 
settlement are without prejudice to the position of any party or participant presenting 
such offer or participating in such discussion, and, except to enforce rights related to this 
Settlement Agreement, comply with the Connecticut Freedom of Information Act or 
defend against claims made under this Settlement Agreement, that they will not use the 
content of those negotiations in any manner in these or other proceedings involving one 
or more of the parties to this Settlement Agreement, or otherwise. 

54. Any number of counterparts of this Settlement Agreement may be executed, and each 
shall have the same force and effect as an original instrument, as if all the parties to all 
the counterparts had signed the same instrument. 
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The signatures listed below represent that they are authorized on behalf of their principals 
to enter into this Settlement Agreement. 

OFFICE OF CONSUMER COUNSEL 

By: 

Consumer Counsel 
Office of Consumer Counsel 
Ten Franklin Square 
New Britain, CT 0605 1 

IBERDROLA, S.A. 
IBERDROLA USA, INC. 
IBERDROLA USA NETWORKS, INC. 
GREEN MERGER SUB, INC. 

By: 
David L. Schwartz 
Latham & Watkins LLP 
555 1 lth Street NW, Suite 1000 
Washington, DC 20004 

Counsel for Iberdrola, S. A., Iberdrola 
USA, Inc., Iberdrola USA Networks, Inc. 
and Green Merger Sub, Inc. 

UIL HOLDINGS CORPORATION 

By: 
Linda L. Randell 
Senior Vice President and 
General Counsel 
UIL Holdings Corporation 
157 Church Street 
New Haven, CT 065 10 

Date: September 18,20 15 
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The signatures listed below tcpresent that they nre authorized on behalf of their pxincipals 
to enter mto this Settlement A m &  

OF'FICE OF CONSUMER COUNSEL 

BY 
Elia Swanson Katz 
consumvcounsel 
office of consumer counsel 
Ten Franklin Square 
New Britain, CT 06051 

IBERDROLA, SA. 
IBERDROLA USA, INC 
IBERDROLA USA NETWORKS, INC. 

R SUB, INC. 

By: 
David L schwartz 
Latham & watkins LLP 
555 1 lth Street NW, Suite IO00 
Washington, DC 20004 

colursc~fir iberdrda, SA., Iberdrola 

a d  Green Merger Sub, he. 
hc., Iberdrola USA Ndwork, he.  

UIL HOLDINGS CORPORATION 

Linda L Randell 
Senior Vice President and 
Oened Counsel 
UIL Holdings Corporation 
157 Church Street 
New Havcn, CT 06510 

Date: eptember I 8,201 5 
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In reply, please refer to: 
Docket No. 13-06-08 
Order No. 17 

Michael Coretto 
Connecticut Natural Gas Corp. 
157 Church Street 
PO Box 1564 
New Haven, CT 06506 

Re: Docket No. 13-06-08 - Application of Connecticut Natural Gas Corporation for a 
Rate Increase 

Dear Mr. Coretto: 

The Public Utilities Regulatory Authority (Authority) received the Connecticut 
Natural Gas Company’s (CNG or Company) March 14, 2014 Compliance Filing for 
Order No. 17 of the January 22, 2014 Decision in this proceeding (Decision). 

Order No. 17 requires that the Company “seek a private letter ruling with regards 
to the specific question of, after extinguishment of an ADIT balance, whether or not a 
PUC directive to institute a ratemaking mechanism to reflect a credit to ratepayers of 
ADIT benefits lost through a 338(h)(10) election would constitute a normalization 
violation. The Company shall file proposed draft PLR to the PURA, for approval, no 
later than March 14, 2014.” Order No. 17 relates to discussion of the Accumulated 
Deferred Income Tax (ADIT) in Section ll.B.5 of the Decision. See, Decision, pp. 9-19. 
The Authority concluded that additional information, in the form of guidance from the 
United States internal Revenue Service (IRS), was needed to make a final 
determination on this issue. To that end, the Authority determined that the appropriate 
course of action was to direct CNG to seek a Private Letter Ruling from the IRS. Order 
17 directs CNG to file with the Authority for its review and approval a proposed request 
for a Private Letter Ruling from the IRS. 

The Authority has reviewed and revised the IRS Private Letter Ruling request 
proposed by CNG. The Authority’s revisions to the letter accomplish several key 
objectives. The revisions are aimed at making the request for a ruling even-handed, 
neutral, fair, open and transparent on the applicability of the Depreciation Normalization 
rules contained in 26 U.S. Code 5 168(i)(9) and Treas. Reg. $j1.167(1)-1, to the ADIT 
issue raised in this proceeding. The Authority insists that the letter sent to the IRS 
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provide a clear and concise statement of the issue without any advocacy by CNG for its 
particular position. 

After the Authority reviews comments, the Authority will issue a letter ruling on 
the Company’s Order No. 17 Compliance filing. 

CNG’s proposed letter was more of a CNG advocacy piece containing its legal 
theory for why the IRS should find a normalization violation. The CNG proposed letter 
also unfairly provided that CNG’s expert witness on this issue in Docket No. 13-06-08, 
was also representing CNG, before the IRS. 

The Authority’s revision to the Company’s letter removes CNG’s language 
referencing the investment tax credit normalization rules and advocating for a finding of 
a normalization violation. The Authority’s revision to the Private Letter Ruling Request 
removes CNG’s expert witness from having a role in representing the Company before 
the IRS. The Authority is concerned with the ability of this tax attorney to present this 
issue before the IRS in an unbiased manner and requests the Company employ its in- 
house counsel before the IRS. The Authority questions CNG’s use of the same tax 
attorney both as an expert witness before the PURA advocating a particular position 
and as a representative for CNG before the IRS in this Private Letter Ruling process 
unless the intent is to persuade the IRS to rule consistently with the Company’s position 
presented in Docket No. 13-06-08. In the opinion of the Authority, the IRS should 
consider this issue from more than the perspective of CNG’s shareholders. 

The Authority has sought a Private Letter Ruling to assist the PURA in its 
decision making. The Private Letter Ruling request is not intended for CNG to control 
the Private Letter Ruling process. The PURA is requiring CNG, the taxpayer, to seek 
this ruling because the Authority requires IRS input on a tax accounting issue in order to 
make a full and final determination on the ADIT issue raised in Docket No. 13-06-08. 
Therefore, CNG is acting in its capacity as a regulated public service company under 
the oversight and direction of the PURA in seeking this Private Letter Ruling. If the IRS 
requires additional information or wishes to learn the positions of the affected entities, 
the PURA, CNG and the Office of Consumer Counsel (OCC), should be able to 
participate in the IRS process on an equal basis. To that end, the Authority’s revisions 
provide for greater transparency and equity to the PURA and the OCC by including 
them in the discussions between CNG and the IRS and by giving the PURA and the 
OCC the opportunity to participate in any conferences held by the IRS on this matter. 
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The Authority seeks comments on the attached version of IRS Private Letter 
Ruling request on the ADIT issue on or before May 19,2014 at 12 Noon. 

Sincerely, 

PUBLIC UTILITIES REGULATORY AUTHORITY 

Nicholas E. Neeley 
Acting Executive Secretary 

cc: Service List 
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Willow Valley’s Response in 
Opposition to RUCO’s Request to 
Reschedule Hearing 

NAL 
BEFORE THE ARIZONA CORPORATION COMMISSION 

RECEIVED 

“Request for an Extension of Time to File Surrebuttal Testimony, to Reschedule Evidentiary 

Hearing and Objection to Affidavit of Mike Liebman filed on November 3,2015”, filed by RUCO 

on November 4,2015. RUCO proposes to reschedule the hearing during the week of 

Thanksgiving, which is infeasible. In addition, RUCO fails to provide a valid reason to modify the 

previously-agreed procedural schedule approved in the Commission’s September 3 ,20 15 

Procedural Order. However, Willow Valley does not object to a shorter extension to accommodate 

RUCO. Lastly, Willow Valley will not be offering Mr. Liebman’s affidavit into evidence; 

accordingly RUCO’s “objection” is without any basis. 

I. Scheduling issues. 

Public notices have already been published and mailed to customers with the November 16, 

2015 hearing date. RUCO states that the “Company has recently filed new information on the 

ADIT issue regarding the tax normalization rule and RUCO needs time to analyze the issue.” 

This is a reference to Mr. Walker’s Rebuttal Testimony, which expressed concern that the ADIT 

“regulatory liability” proposed by RUCO would violate IRS tax normalization requirements. [See 

Walker Rebuttal at pages 3-71. RUCO should have researched and understood the impacts of its 
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proposal on EPCOR and its ratepayers before filing its Direct Testimony. Moreover, the existing 

schedule allows RUCO two full weeks to respond to the Rebuttal Testimony. 

RUCO also states “[n]ew information was also filed on the acquisition premium, to which 

RUCO needs time to do additional discovery to seek clarification on how it works.” This is 

apparently a reference to the Rebuttal Testimony of EPCOR witness Sarah Mahler. The details of 

EPCOR’s acquisition adjustment proposal were filed in the docket on June 1 , 2015. RUCO has 

had ample opportunity to conduct discovery-in fact, RUCO has issued numerous data requests 

on the acquisition premium and various other topics. 

RUCO also argues that this “is not a rate case and subject to time clock considerations”. 

[RUCO Request at page 2, lines 10-1 11. Although the rate case timeclock does not apply, the 

Commission’s CC&N rules have a timeclock that applies to this CC&N transfer case. See A.A.C. 

R14-2-41 l.C. That rule expressly refers to the licensing timeframe requirement in A.R.S. 5 41- 

1072. The Legislature has required all agencies to put in place licensing timeframes under A.R.S. 

tj 41-1072 to 41-1079, and a CC&N is a type of license. See A.R.S. tj 41-1001(12), which defines 

“license” as “includes the whole or part of any agency permit, certificate, approval, registration, 

charter or similar form of permission required by law, but does not include a license required 

solely for revenue purposes.” Staff expressly referred to the licensing timeframe in R14-2-411 .C 

in its sufficiency letter filed July 30,2015, and the Commission’s August 14 Procedural Order 

granted a 60 day extension to the timeclock or licensing timeframe, thus demonstrating that it 

applies to this case. [August 14,2015 Procedural Order at page 2, lines 6-81. 

Lastly, RUCO notes that its administrative assistant will be out on November 12 to 13. 

RUCO employs a highly qualified team of accountants and lawyers. Willow Valley is confident 

that RUCO can continue its operations. Moreover, Willow Valley notes that its employees have 

been performing their functions for months without certainty of continued employment, in light of 

the pending transaction. The Procedural Order has been issued, and all the witnesses as well as 

the public are on notice to be available at this time. 
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RUCO has not demonstrated any need for an extension of time. In addition, RUCO’s 

proposal is to move the hearing to the week of Thanksgiving. Willow Valley is unsure whether all 

the witnesses and the ALJ will be available that week, as many people may already have travel 

plans at that time. In addition, public notices have already been published and mailed to 

customers with the November 16 hearing date. 

As a compromise, Willow Valley proposes the following alternative. The existing 

November 16 hearing date should be kept for public comment purposes only. The evidentiary 

portion of the hearing can take place during the already scheduled hearing dates at the end of that 

week, November 19 and 20. These dates have been in place for months, so all the witnesses 

should be available then. If this is done, the surrebuttal testimony for Staff and RUCO can be 

extended to November 13,201 5, giving RUCO an additional week. 

11. Liebman Affidavit. 

RUCO’s filing also contains an “objection” to Mr. Liebman’s affidavit. RUCO expresses 

concern about Mr. Liebman’s affidavit being offered into evidence, and that Mr. Liebman will not 

be subject to cross-examination. Willow Valley does not intend to offer the affidavit into 

evidence as an exhibit at the hearing. Rather, the affidavit was prepared and filed to respond to a 

specific request from Commission Staff. Staff noted that Mr. Walker is not a tax expert and is not 

Global employee, and thus Staff requested a signed affidavit from Global Water’s CFO 

confirming certain statements in Mr. Walker’s testimony. Accordingly, Willow Valley submitted 

the affidavit of Michael Liebman, Global Water’s CFO, attesting to his agreement with certain 

statements in Mr. Walker’s testimony. The affidavit was submitted for Staffs use in reviewing 

and analyzing Mr. Walker’s testimony. Willow Valley may elect to have Mr. Liebman adopt 

some portions of h4r. Walker’s Rebuttal Testimony at the hearing. In that case, Mr. Liebman will, 

of course, be subject to cross-examination. 

Accordingly, RUCO’s “objection” appears to be based on a misunderstanding, and should 

be denied as moot. 
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111. Conclusion. 

This case concerns the transfer of the Willow Valley service area from one well-qualified 

company to another well-qualified company. Willow Valley, its employees, and its customers 

have been left in limbo long enough. 

Willow Valley requests that the modified schedule suggested above be approved, and that 

RUCO’s “objection” be denied as moot. 

P 
RESPECTFULLY SUBMITTED this & day of November 2015. 

SNELL & WILMER, L.L.P 

400 East Van Buren Street 
Phoenix, Arizona 85004 

Attorney for Willow Valley Water Co., Inc. 
(602) 382-6347 
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2hief Counsel, Legal Division 
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Daniel Pozefsky 
Residential Utility Consumer Office 
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Thomas Campbell 
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Lewis Roca Rothgerber, LLP 
201 E. Washington Street 
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COMPANY: 
DOCKET NO: 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
WS-0 1303A-15-0131 and W-01732A-15-013 1 

Response  provided by: 
Title: CEO 

Ron Fleming, Global Water Resources, Inc. 

Add ress : 21410 N. lg th  Ave., Suite 220 
Phoenix, AZ 85027 

Company Response  Number: RUCO 6.02 Page 1 of 2 

Q. Capital Investments - On page 3, line 5, of Mr. Bradford’s testimony he has 
identified 6 projects that will reduce water loss and improve the overall operability 
of the Willow Valley System. Admit or deny that Global Water cannot perform the 
same capital improvements. If Admit please explain why Global Water cannot 
make the necessary capital investments? 

A. Global Water can perform the same capital improvements; however, such 
improvements will not be made on the same timetable as proposed by EPCOR. 
Global Water Resources, Inc. (Global Water) has invested approximately $3.3 
million into new infrastructure for Willow Valley since 2006, including essential 
improvements that corrected grave water quality issues that posed a significant 
public health risk. Each year that Global Water has owned Willow Valley, it has 
experienced a financial loss. This makes attracting capital investment into the 
system difficult. In light of its longstanding losses and significant investments 
already made into Willow Valley, Global Water will not be pursuing capital 
improvements to the Willow Valley system on the same rapid timetable as 
EPCOR is proposing. 

Despite these factors, Global Water fully intended to move forward with the SIB 
Capital Improvement Program which included the removal and replacement of 
aging waterline infrastructure, which is the best course to reduce water loss at 
this stage, as previously documented. However, RUCO’s litigation against the 
SIB mechanism has had a very negative impact on the timing for distribution 
system replacement projects for Willow Valley. 

Willow Valley is a small system with 1,600 customers. In contrast, EWAZ’s 
Mohave and North Mohave systems have approximately 19,000 customers.’ 
EWAZ, as Mi-. Becker of the Arizona Corporation Commission explained, “has a 
capital structure that is more favorable to the rate payers.” (Becker Direct at 
page IO, line 9.) While we are confident in the work and manner in which we 

’ According to Decision No. 74174 (October 25, 2013), EWAZ’s Mohave System had 
approximately 17;OOO customers, and the system acquired from North Mohave Valley 
Corporation had approximately 2,000 customers. 



COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: 
Title: CEO 

Ron Fleming, Global Water Resources, Inc. 

Address: 21410 N. lgth Ave., Suite 220 
Phoenix, AZ 85027 

Company Response Number: RUCO 6.02 Page 2 of 2 

improved and currently operate Willow Valley as well as our ability to perform 
additional improvements, EWAZ can operate Willow Valley more effectively and 
efficiently and is willing to pursue an accelerated Capital Improvement Program, 
which ultimately benefits the ratepayers. 



COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Objection provided by: Timothy J. Sabo, Snell & Wilmer L.L.P. 

Response provided by: Paul Walker, Consultant to Global Water Resources, 
Inc. 

Title: President, Insight Consulting, LLC 

Address: 21410 N. lgth Ave., Suite 220, 
Phoenix, AZ 85027 

Company Response Number: RUCO 6.01 

Q: Global Water Consultant Paul Walker - Please provide a copy of any papers, 
power point presentations, etc. authored in the past by Mr. Walker, excluding the 
white paper already cited in Mr. Michlik’s testimony. 

A. Objection. This request is unreasonably overbroad; it is not limited to in time, by 
topic, or by geographic region. Mr. Walker’s 7th grade papers would be included 
in the request, but would be irrelevant to the proceedings. Similarly, power point 
presentations prepared by Mr. Walker during his military service are not relevant, 
and may in some cases be classified or otherwise unavailable. Likewise, 
materials prepared by Mr. Walker during his time as advisor for’ then- 
Commissioner/Chairman Spitzer may be confidential or protected by the 
deliberative process privilege. 

Notwithstanding this objection, Willow Valley agrees to provide a set of papers 
and power-point presentations by Mr. Walker presented or delivered in Arizona 
related to the following utility matters after he left the Commission: Acquisitions 
and ADIT. Mr. Walker has employed reasonable efforts to find all such 
documents, but given his active speaking schedule and the numerous matters he 
has been involved in over the years, there can be no guarantee that all such 
documents were located. The documents have been Bates numbered 00875 to 
00928 and are provided on the enclosed CD. 
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EXECUTIVE SUMMARY 

Arizona Public Service Company (“APS” or “Company”) is the largest Class A electric 
utility and is principal operating subsidiary of Pinnacle West Capital Corporation. APS is 
an electric utility serving approximately 1 .I million retail customers throughout the state of 
Arizona. On November 22, 2010, APS filed with the Arizona Corporation Commission 
(“Commission”) an application for authorization to purchase the generating assets from 
Southern California Edison (‘SCE’’) at the Four Corners Power Plant. In addition, the 
Company’s application requested an accounting order be authorized for the deferral of 
certain costs associated with the acquisition. On April 24, 2012, by Decision No. 73130, 
the Commission approved APS request to move forward with the purchase of SCE 
generating assets and also approved the Company’s request for an accounting order 
authorizing the deferral of certain costs. 

On June 1, 2011, APS filed an application requesting an increase in rates and for a 
determination and approval of a just and reasonable return. On May 24,2012, by Decision 
No. 73183, the Commission approved a Settlement Agreement reached by most of the 
parties in the case. As part of the settlement Agreement, the parties agreed to leave the 
docket open until December 31, 201 3, for APS to file a request to adjust its rates to reflect 
the rate base and expense effects associated with the acquisition of SCE’s interest in Four 
Corners Units 4 and 5, the retirement of Units 1, 2 and 3, as well as any cost deferral 
authorized in the Commission’s Decision in the Four Corners Acquisition Docket. 

On December 30,2013, APS purchased SCE’s 48 percent share in Units 4 and 5 and now 
request that the Commission approve a Four Corners rate rider to permit recovery of 
$62.52 million annual revenue requirement. (On May 17, 2014, the Company provided 
updated schedules and their request increased to $65.43 million) The revenue 
requirement reflects the cost associated with APS’s acquisition of SCE’s share of Units 4 
and 5, the retirement of Four Comers Units 1, 2 and 3, and for the deferred costs 
authorized in Decision No. 73130. 

While the Company is requesting $65.43 million in additional revenues RUCO in proposing 
additional revenues of $49.20 million. 

ii 
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INTRODUCTION 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please state your name, position, employer and address. 

My name is Robert Mease and I’m Chief of Accounting and Rates for the Residential 

Utility Consumers Office. (“RUCO) My business address in 11 10 W. Washington 

Street, Suite 220, Phoenix, AZ. 

Please state your educational background and qualifications in the utility 

regulation field. 

Attachment 1, which is attached to this testimony, describes my educational 

background, work experience and regulatory matters in which I have participated. In 

summary, I joined RUCO in October of 201 1. I graduated from Morris Harvey College in 

Charleston, WV and attended Kanawha Valley School of Graduate Studies. I am a 

Certified Public Accountant and currently licensed in the state of West Virginia. My 

years of work experience include serving as Vice President and Controller of Energy 

West, Inc. a public utility and energy company located in Great Falls, Montana. While 

with Energy West I had responsibility for all utility filings and participated in several rate 

case filings on behalf of the utility. As Energy West was a publicly traded company 

listed on the NASDAQ Exchange I also had responsibility for all filings with the 

Securities and Exchange Commission. 

Please state the purpose of your testimony. 

The purpose of my testimony is to present RUCO’s proposals and conclusions 

regarding the “APPLICATION TO APPROVE FOUR CORNERS RATE RIDER,” as filed 

by APS on December 30,2013. 

1 
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John William Moore, Jr. 
7321 N. 16th Street 
Phoenix, AZ 85020 

Cynthia Zwick 
1940 E. Luke Avenue 
Phoenix, AZ 8501 6 

Michael W. Patten 
Roshka DeWulf & Patten PLC 
One Arizona Center 
400 E. Van Buren, Suite 800 
Phoenix, AZ 85004 

Bradley Carroll 
Tucson Electric Power Co. 
One South Church Avenue 
Suite UE201 
Tucson, AZ 85701 

Jeff Schlegel 
SWEEP Arizona Representative 
1167 W. Samalayuca Drive 
Tucson, AZ 85704-3224 

Greg Patterson 
Munger Chadwick 
2398 E. Camelback Road, Suite 240 
Phoenix, AZ 85016 

Michael M. Grant 
Gallagher & Kennedy, P.A. 
2575 E. Camelback Road 
Phoenix, AZ 8501 6-9225 

Gary Yaquinto, President & CEO 
Arizona Investment Council 
21 00 North Central Avenue, Suite 210 
Phoenix, AZ 85004 

Karen S. White 
Staff Attorney 
Air Force Utility Law Field Support 

Center 
AFLONJACL-ULFSC 
139 Barnes Drive 
Tyndall AFB, FL 32403 

-3- 

Nicholas J. Enoch 
Lubin & Enoch, PC 
349 North Fourth Avenue 
Phoenix, Arizona 85003 

Lawrence V. Robertson, Jr. 
Attorney At Law 
PO Box 1448 
Tubac, Arizona 85646 

Laura E. Sanchez 
NRDC 
P.O. Box 287 
Albuquerque, New Mexico 87103 

Jay Moyes 
Steve Wene 
Moyes Sellers & Hendricks, Ltd. 
7850 N. Central Ave. - 1100 
Phoenix, Arizona 8501 2-291 3 

Jeffrey J. Woner 
K.R. SALINE & ASSOC., PLC 
160 N. Pasadena, Suite 101 
Mesa, Arizona 85201 

Scott S. Wakefield 
Ridenour, Hienton & Lewis, P.L.L.C. 
201 N. Central Ave., Suite 3300 
Phoenix, Arizona 85004-1 052 

Steve W. Chriss 
Wal-Mart Stores, Inc. 
2011 S.E. 10th St. 
Bentonville, Arkansas 7271 6-0500 

Craig A. Marks 
Craig A. Marks, PLC 
10645 N. Tatum Blvd. 
Suite 200-676 
Phoenix, Arizona 85028 

Samuel T. Miller 
USAF Utility Law Field Support Center 
139 Barnes Ave., Suite I 
Tyndall AFB, Florida 32403 
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David Berry 
Western Resource Advocates 
P. 0. Box 1064 
Scottsdale, AZ 85252-1 064 

Barbara Wyllie-Pecora 
14410 W. Gunsight Drive 
Sun City West, AZ 85375 

Michael A. Curtis 
William P. Sullivan 
Melissa A. Parham 
Curtis, Goodwin, Sullivan, Udal1 & 

Schwab, P.L.C. 
501 E. Thomas Road 
Phoenix, AZ 85012-3205 
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ACCOUNTING ORDER 

Q. 

4. 

Q. 

4. 

Q. 

A. 

Before we go any further can you explain the purpose of the accounting order as 

requested by APS? 

The ACC Staff defines an accounting order as a “rate-making mechanism for use by 

regulatory authorities that provides regulated utilities the ability to defer costs that would 

otherwise be expensed using generally accepted accounting principles and provides for 

alternative rate-making treatment of capital costs and other costs via the creation of 

regulatory assets and liabilities.”‘ 

Did RUCO agree that an accounting order should be granted in this case? 

RUCO agreed that the circumstances warranted a variation from the usual ratemaking 

treatment of plant acquired between rate cases. RUCO disagreed with APS’ request to 

earn a return on the deferred accounts, stating that it would be “simply guaranteeing the 

Company a return rather than providing it with an opportunity to recover that return via 

its operating efficiency.” 

Was the accounting order requested by APS approved by the Commission 

authorizing the deferral of certain cost(s)? 

Yes. “Accordingly, we believe an accounting order is appropriate that allows deferral of 

the non-fuel costs, except that we will include as “non-fuel costs” only the documented 

debt cost of acquiring SCE’s interest in Units 4 and 5, and will not authorize any carrying 

charges on any deferred costs.”2 

Decision No. 73130 Page 35 Lines 10 - 14 
’ Decision No. 73130, Page 37, Lines 7 thru 9 
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Q. Can you briefly discuss the history of this filing by APS and why the Company is 

applying for an increase in its rates without a general rate case filing? 

A. On November 22, 2010 APS filed an application for Commission authorization to 

purchase the generating assets of Units 4 and 5 of the Four Comers plant owned by 

Southern California Edison (“SCE) in addition to the approval to close APS Four 

Corners Units 1, 2 and 3. Also included in the application was APS’ request for an 

accounting order authorizing the deferral of certain costs related to both the purchase of 

Units 4 and 5 and the closure of Units 1, 2, and 3. 

APS was also required to satisfy the conditions as outlined in Decision No. 67744 that 

required APS to obtain Commission authorization before APS acquires any unit or 

interest in a generating unit other than “the acquisition of temporary generation needed 

for system reliability, distributed generation of less than fifty MW per location, renewable 

resources, or the up-rating of APS generation” when the in-service date is prior to 

January 1 , 2015. 

On April 24, 2012 Decision No. 73130 was issued by the Arizona Corporation 

Commission approving both the purchase of the generating assets from SEC, the 

closure of Units, 1, 2, and 3 and the accounting order authorizing the deferral of the 

certain costs related to both the purchase and closure transactions. It was also 

determined during the course of the application review that APS had satisfied the 

conditions as outlined in Decision No. 67744. 
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Q. 

4. 

3. 

4. 

Can you please define what “non-fuel costs” were identified in Decision No. 73130 

that the Commission approved for deferral? 

The “non-fuel costs” that are authorized for deferral include depreciation, amortization of 

the acquisition adjustment, decommissioning costs, operations and maintenance costs, 

property taxes, final coal reclamation costs, the documented debt costs of acquiring 

SCE’s interest in Units 4 and 5, and miscellaneous other costs. APS estimated that the 

costs to wind down operations at Units 1 - 3 would be approximately $20 million and 

would be incurred between the acquisition date of Units 4 and 5 through 2016.”3 

Did RUCO agree with APS that the proposed closure of Units 1 - 3 and the 

purchase of Units 4 and 5 was for the benefit of ratepayers and should move 

forward? 

Yes. RUCO agreed that APS’ analyses showed that-the APS transaction saves APS’ 

customers’ money and “has a lower bill impact than that of every likely alternative. 

RUCO also agreed that APS’ proposed transaction significantly reduces carbon dioxide 

and other pollutant emissions; “preserves the diversity of APS’ current generation 

portfolio while tempering the Company’s exposure to volatile natural gas prices,” it 

maintains the mix of reliable base load energy; and it “saves hundreds of jobs and 

millions of dollars of revenue that are critical to the Navajo Nation and local economy.” 

’ Decision No. 73130 Page 37 Footnote 122 
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3. 

4. 

9. 

4. 

Did APS comply with Decision No. 73130 when submitting this application for 

recovery of costs related to the purchase of Units 4 and 5? 

No. The Company did not calculate its authorized return on cost deferral’s in 

accordance with Decision No. 731 30. The decision specified that onlv the documented 

debt cost of acquirinq SCE’s interest in Units 4 and 5 would be approved, and will not 

authorize any carrying charqes on anv deferred C O S ~ S . ” ~  

Can you please explain how APS calculated its rate base and expense 

adjustments when submitting this application? 

In the Company’s filing of this application APS prepared all supporting schedules and 

calculated all rate base and expense adjustments resulting from the closure of Units 1, 2 

and 3. The Company also prepared supporting schedules and identified specific 

adjustments for the purchase of Units 4 and 5. The Company then offset the rate base 

and expense amounts of Units 1, 2 and 3, that were closed in 2013, against the 

acquired rate base and projected expenses of Units 4 and 5, going forward, and the net 

adjustments were then used to increase the rate base that was approved in Decision 

No. 73183. 

Decision No. 73130, Page 37, Lines 7 thru 9 
5 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

After the Company made the offsetting rate base and expense adjustments what 

was their next step in calculating the increase in revenues? 

The Company then carried forward the net adjustments to Schedule EAB-4, Four 

Corners Revenue Requirement Calculation, and completed the remaining line items to 

reflect a bottom line increase in revenues of $65.42. 

What did the Company use as a rate of return when calculating its final revenue 

increase? 

The Company calculated its revenue increase at 8.33 percent as was authorized in 

Decision No. 73183. The authorized rate of return includes both an interest element as 

well as a return on equity. From RUCO’s understanding of Decision No. 73130 only the 

documented debt cost of acquiring SCE’s interest in Units 4 and 5 would be allowed for 

recovery and not the Company’s authorized rate of return which also includes a return 

on equity. 

What is the documented cost of debt for the purchase of Units 4 and 53 

Per APS’s latest filing of amended schedules the documented cost of debt was reduced 

from 5.25 percent to 4.725 percent. 

So is RUCO recommending a reduction in the calculation of a rate of return on the 

deferral of costs related to the purchase of Units 4 and 5? 

Yes. RUCO is proposing a reduction in rate of return of 3.61 percent (8.33 percent less 

4.725 percent) resulting in a reduction in revenues of approximately $16.3 million. 
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KQUISITION ADJUSTMENT 

9. 

4. 

Q. 

4. 

Q. 

A. 

Mr. Mease, did the Company request an “acquisition adjustment” in its request for 

a change in rates resulting from this transaction? 

Yes. An acquisition adjustment was requested in APS’s original filing seeking approval 

to move forward with the acquisition on Units 4 and 5. The acquisition adjustment was 

approved by the Commission in Decision No. 10-0327. The Company’s increase in rate 

base of $225.9 million is primarily related to the acquisition premium that APS is 

requesting. 

Can you please provide a definition of an acquisition adjustment? 

An acquisition adjustment is “The difference between the price an acquiring company 

pays to purchase a target company and the net original cost of the target utility 

company’s assets. An acquisition adjustment is the premium paid for acquiring a 

company more than its tangible assets or book value.” 

Does the Commission have a specific policy addressing an acquisition 

adjustment when a utility company pays in excess of book value for another 

utility’s assets? 

There is no specific policy that I’m aware but there is a statement included in Staff‘s 

Data Request No. 39.3 to APS that reads as follows, “Staff’s understanding of the 

general rule in Arizona is that the Commission does not permit recovery of an 

acquisition adjustment arising from the sale of assets barring extraordinary 

circumstances . ” 
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2- 

9. 

P. 

4. 

Also in Data Request No. 39.3 APS was ask to explain what extraordinary 

circumstances exist that would justiw the Commission’s recognition of an 

acquisition adjustment in this case? What was APS response to this request? 

APS responded as follows: 

Decision No. 73130 (April 24, 2012) established the Four Corners acquisition 
from SCE as an extraordinary circumstance that warranted both an exemption 
from the “self-built” moratorium imposed by the Commission in Decision No 
67744 (April 5, 2005) and the “best practices” for resource acquisition later 
codified in the Commission’s Resource Planning Rules. See A.A.C. R14-2- 
702(B) (5). 

The acquisition was also extraordinary in the level of customer benefit (over $400 
million on a net present value basis), the ability to preserve APS’s customers’ 
existing benefits from the Company’s pre-existing share of Four Comers 4 and 5, 
and the significant environmental benefit (specifically cited in Decision No. 731 30 
at pages 8 - I?) from the closure of Units 1 - 3 by the end of 2013. None of 
these benefits would have happened absent this transaction. 

Mr. Mease, I have one more question related to Staff Data Request No. 39.3. Part 

(b) of the request ask APS to please explain how this transaction would not likely 

have occurred without the acquisition adjustment. What was APS response to 

this request? 

APS response to (b) as follows: 

The transaction could never have occurred absent the agreement by APS to pay 
a sufficient amount to compensate SCE for its exit of the facility prior to mid-2016. 
SCE would not have agreed to a selling price that placed it in a worse economic 
position than not selling, and even if SCE would have agreed to a contract that 
was financially irresponsible, the sale would never have received the necessary 
CPUC approval. 

And neither APS nor any other rational utility would agree to pay nearly $300 
million for a plant and then write off five sixths of that investment less than a year 
later. The significant operational benefits from additional ownership of Four 
Corners 4 and 5 justifying APS’ acquisition would all accrue to APS customers, 
leaving APS shareholders with nothing to show for management’s good faith 
efforts to benefit customers but a staggering write off. 
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Q. 

A. 

Q. 

A. 

Based on the response by APS to part (b) of this request, does it appear that APS 

was certain in its answer that they, APS, would get approval to include an 

acquisition adjustment, otherwise, the purchase would not have occurred? 

Yes. By their response above I believe it’s safe to make that assumption. However, as 

stated in the Conclusions of Law, Page 43, of Decision No. 73130, “IT IS FURTHER 

ORDERED that Arizona Public Service Company is authorized to defer for possible later 

recovery through rates, all non-fuel costs (as defined herein) of owning, operating, and 

maintaining the acquired Southern California Edison interest in Four Corners Units 4 

and 5 and associated facilities. Nothing in this Decision shall be construed in any way 

to limit the Commission’s authority to review the entirety of the acquisition and to make 

any disallowances thereof due to imprudence, errors or inappropriate application of the 

requirements of this Decision. 

Has anything come to your attention that would make you question APS’s belief 

that the acquisition adjustment that they are requesting could be disallowed by 

the Commission? 

Yes. When reviewing Pinnacle West Capital Corporation Notes to Consolidated 

Financial Statement, for the period ending December 31, 2013, page 100, discussing 

the Four Corners transaction we noted the following, “While we expect the ACC to 

approve the recovery of the acquisition adjustment, should recovery be disallowed, it will 

be reclassified from plant-in-service to goodwill subject to impairment testing.” 
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In addition, in Mr. Guldner‘s direct testimony in the original filing for the approval to 

move forward with the purchase of Units 4 and 5, he states 

“And I guess it’s my opinion that you clearly can argue about 
how you measure the return component. And for example, in 
the Palo Verde Unit 3 order, the return component that was 
authorized in that case was a debt-only return. And I think 
that‘s actually what the Company ask for was rather than have 
the three components of debt, equity and the tax gross-up, in 
that case the debt expense was deferred as the return 
component. And so I think it‘s fair to argue how you calculate 
that return component.” 

Q. 

4. 

Q. 

A. 

What is APS requesting as an acquisition adjustment in this application? 

After making all the accounting entries related to the purchase of SCE’s interest in the 

Four Corners generating facilities Units 4 and 5 the Company is requesting an 

adjustment of $243.9 million. 

Does RUCO believe that there are specific risks, either operational or financial, 

associated with the purchase of Units 4 and 5? 

Certainly there are risks involved in any business transaction of this magnitude but more 

specifically the relevant environmental risks associated with the Company’s investment 

in coal operated facilities. These risks are generally well known and were discussed at 

length between the time the Company filed its application for the approval of the 

transaction and the final Decision authorizing the Company to move forward. While the 

purchase transaction as presented in the original application filed with, and agreed to, 

by the Commission in Decision No. 73130 was authorized to move forward the inherent 

risks remain the same or have compounded since the Company filed its original 

application for authorization to move forward. 

10 
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Q. Can you discuss several of the risks that you are referring to in you previous 

answer? 

A. Yes. As the Company stated in their response to RUCO Data Responses to Nos. 2.6 

and 2.7, when asked. “Has APS identified and attempted to quantify potential risks from 

further EPA rulings that may impact the economics of Four Corners? 

Yes. As explained in their response RUCO DR 2.6, “The potential risks from 
further EPA rulings were identified in APS’s 2014 Integrated Resource Plan 
(“IRP”) - Chapter 3 & Section E. As further identified in their response to DR. 2.7 
the Company responded as follows: 

Uncertaintv pertaining to regional haze regulations (BART) - APS has assumed 
and included the installation costs of SCR controls in the analysis. 

Uncertaintv pertaininq to National Ambient Air Qualitv Standard (NAAQS) - 
Because the proposed ozone NAAQS were withdrawn by EPA and the agency 
has yet to establish new NAAQS for ozone, it is difficult to estimate the impact, if 
any, of new standards on the Four Corners evaluation. 

Uncertainties pertaining to RCRA requlations - Proposed regulations include two 
different scenarios - Subtitle C (hazardous) and Subtitle D (non-hazardous). For 
the Four Corners evaluation and all other studies, APS has assumed EPA will 
choose to regulate CCR under Subtitle D and has included cost estimates in the 
analyses. The Subtitle C option was not evaluated because APS does not believe 
CCRs to be hazardous waste, but APS estimates the CCR costs would be 20% 
higher than Subtitle C. 

Uncertaintv pertaining to Greenhouse aas (GHG) - New source performance 
standards (NSPS) regulations - APS has included in its analysis the potential for 
carbon pricing in the form of three carbon price forecasts, see response to Staff 
35.31 and 35.35 

Uncertaintv pertaininq to Effluent limitation guidelines (ELG) - Any revisions to 
the ELG would impact the discharge limits at Four Corners which may be faced 
with increased capital and O&M expenses to achieve and maintain compliance. 
This risk was not evaluated because the €PA is not expected to have a final rule 
until late 2015 and it is uncertain what, if any, impact will come from such 
regulation. 

11 
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1. 

4. 

1. 

4. 

1. 

4. 

Do you believe that the Company shareholders shoulG share in the risks 

associated with the purchase of Units 4 and 5? 

Yes. Other than the general business risks that are associated with any merger or 

acquisition, there are additional risks as identified above. The ratepayer should not 

have to bear the burden of assuming all risks in this transaction. By the Commission’s 

authorizing for recovery in rates only the documented debt cost of acquiring SCE’s 

interest in Units 4 and 5, the Commission recognizes that there is an inherent risk that 

should be shared between the ratepayer and Company shareholders. 

Is RUCO recommending that APS recover its acquisition costs? 

Yes. RUCO did not take exception to an acquisition adjustment in APS original filing 

requesting Commission authorization to move forward with the purchase of Units 4 and 

5 and has not changed its position in this filing. Decision No. 73130, shares the risk of 

this transaction between the Company and ratepayers, so RUCO continues to support 

the acquisition adjustment as was authorized in that decision. 

Does RUCO believe that the Commission will be establishing a policy on 

acquisition premiums based on its Decision No. 73130? 

RUCO’s position is that the Commission should approve the acquisition adjustment 

because the transaction is in the public interest and without it there may not have be a 

transaction. RUCO believes that in most cases an acquisition adjustment is unwarranted 

and such a policy favoring a premium on its face value would provide little motivation for 

a Company not to overpay. That is not an issue in this case. 
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RUCO’S RECOMMENDATIONS 

Q. 

A. 

Can you please summarize what RUCO is recommending in this application? 

RUCO is proposing a reduction in revenue requirements as requested by APS from 

$65.43 million to $49.20 million. The reduction of $16.23 million is due to APS’s 

requesting a rate of return on rate base adjustments of 8.33 percent while RUCO is 

proposing that the return on the adjusted rate base of 4.725 percent. 

APS Requested Revenue Increase 

RUCO’s Recommended Revenue Increase $49.198 

$16.238 

$ 65,436- ---> 

RUCO’s Recommended Reduction in Revenues 

(See Attachment 2) 

RATE DESIGN 

Q. 

A. 

Q. 

A. 

Has RUCO update the rate design schedules, as were filed by the Company, 

based on its recommended increase in revenues? 

Yes. See Attachment 3. Rates have been established using the same methodology as 

requested by APS. The percentage increase is being applied as an equal percentage to 

the base rate portion of customers’ bills as was agreed to in the Settlement Agreement. 

The average monthly bill for APS residential customers will increase by approximately 

$2.1 7, representing a 1.5 percent increase in their monthly billing. (See Attachment 3) 

Mr. Mease, does this conclude your testimony? 

Yes. 



ATTACHMENT 1 

ROBERT 6. MEASE, CPA 
Education and Professional Qualifications 

EDUCATION 

Bachelors Degree Business Administration / Accounting - Morris Harvey College. 

Attended West Virginia School of Graduate Studies and studied Accounting and 
Public Administration 

Attended numerous courses and seminars for Continuing Professional 
Educational purposes. 

WORK EXPERIENCE 

Controller 
Knives of Alaska, Inc., Diamond Blade, LLC, and Alaska Expedition Company. 

All Saints Camp & Conference Center 
Financial Manager / CFO 

Energy West, Inc. 
Vice President, Controller 

Led team that succeeded in obtaining a $1.5 million annual utility rate increase 
Coached accountants for proper communication techniques with Public Service 
Commission, supervised 9 professional accountants 
Developed financial models used to negotiate an $1 8 million credit line 
Responsible for monthly, quarterly and annual financial statements for internal 
and external purposes, SEC filings on a quarterly and annual basis, quarterly 
presentations to Board of Directors and shareholders during annual meetings, 
coordinated annual audit 
Communication with senior management team, supervised accounting staff and 
resolved all accounting issues, reviewed expenditures related to capital projects 
Monitored natural gas prices and worked with senior buyers to ensure optimal 
price obtained 

Junkermier, Clark, Campanella, Stevens 
Consulting Staff 

0 

0 

0 

0 

0 Performed Profit Enhancement engagements 
0 

Established a consulting practice that generated approximately $160k the first 
year of existence 
Prepared business plan and projections for inclusion in clients financing 
docum en ts 
Prepared written reports related to consulting engagements performed 
Developed models used in financing documents and made available for other 
personnel to use 

Participated during audit of large manufacturing client for two reporting years 



Prior to 1999, held various positions: TMC Sales, Inc. as Vice President / Controller, 
with American Agri-Technology Corporation as Vice President / CFO and with Union 
Carbide Corporation as Accounting Manager. (Union Carbide was a multi-national 
Fortune 500 Company that was purchased by Dow Chemical) 

PROFESSIONAL AFFILIATIONS 
Member - institute of Management Accountants 
Member - American Institute of CPA's 
Member - Society of Utility and Regulatory Financial Analysts 
Past Member -WV Society of CPA's and Montana Society of CPA's 

RESUME OF RATE CASE AND REGULATORY PARTICIPATION WITH RUCO 

Utility Company Docket No. 

Arizona Water Company 
(Eastern Group) 

W-01445A-11-0310 

Pima Utility Company W-02199A-11-0329 et al. 

Tucson Electric Power Company E-01933A-12-0291 

Arizona Water Company W-01445A-12-0348 
(Northern Group) 

UNS Electric E-04204A-I 2-0504 

Global Water W-O1212A-12-0309 et al. 

LPSCO SW-O1428A-13-0042 et al. 

Johnson Utilities WS-02987A-13-0477 
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Docket No. E41 345A-11-0224 
Test Year Ended December 31,2010 

Residential (Average -All Rates) 
Average kWh per Month 
Base Rates 
Four Comers Adjustment 
PSA - Forward Component 
PSA - Historical Component 
TCA 
RES 
DSMAC 
LFCR 

TOTAL 

Bill Impact 

Four Comers Rate Rider 
Estimated Bill Impacts 

Schedule RBM-3 

Requested Requested Requested 
Current Jul-14 Current JuI-14 Current Jut-14 
Annual Annual 

Average Average 
Monthly Monthly 

Bills Bills 
1,100 1,100 

$ 123.90 $ 123.90 
$ - 8 2.17 
$ 1.41 $ 1.41 
$ 0.31 $ 0.31 
$ 7.12 $ 7.12 
$ 4.11 $ 4.11 
$ 2.99 $ 2.99 
$ 0.28 $ 0.29 
$ 140.12 $ 142.30 

$ 2.18 
1.55% 

Summer Summer 
Monthly Monthly 

Bill Bill 
1,337 1,337 

$ 161.07 $ 161.07 

$ 1.71 $ 1.71 
$ 0.37 $ 0.37 
$ 8.65 $ 8.65 
$ 4.11 $ 4.11 
$ 3.63 $ 3.63 
$ 0.36 $ 0.37 
$ 179.90 $ 182.73 

$ - $ 2.82 

$ 2.83 
1.57% 

Winter Winter 
Monthly Monthlv 

Bill Bill 
863 863 

$ 86.72 $ 86.72 
$ - $ 1.52 
$ 1.10 $ 1.10 
$ 0.24 $ 0.24 
$ 5.58 $ 5.58 
$ 4.11 $ 4.11 
$ 2.34 $ 2.34 
$ 0.20 $ 0.20 
$ 100.29 $ 101.81 

$ 1.52 
1.51% 

Requested Requested Requested 
Current Jul-14 Current JuI-14 Current Jul-14 
Annual Annual 

Average Average Summer Summer Winter Winter 
Monthly Monthly Monthly Monthly Monthly Monthly 

Residential (Average -All Rates) Bills Bills Bill Bill Bill Bill 
Average kWh per Month 691 691 780 780 602 602 
Base Rates $ 86.40 $ 86.40 $ 108.04 $ 108.04 $ 64.76 $ 64.76 
Four Comers Adjustment $ - $ 1.51 $ - $ 1.89 $ - $ 1.13 
PSA - Forward Component $ 0.89 $ 0.89 $ 1.00 $ 1.00 $ 0.77 $ 0.77 
PSA - Historical Component $ 0.20 $ 0.20 $ 0.22 $ 0.22 $ 0.17 $ 0.17 
TCA $ 4.48 $ 4.48 $ 5.05 $ 5.05 $ 3.90 $ 3.90 
RES $ 4.11 $ 4.11 $ 4.11 $ 4.11 $ 4.11 $ 4.11 
DSMAC $ 1.88 $ 1.88 $ 2.12 $ 2.12 $ 1.64 $ 1.64 
LFCR $ 0.20 $ 0.20 $ 0.24 $ 0.25 $ 0.15 $ 0.15 

TOTAL $ 98.16 $ 99.67 $ 120.78 $ 122.68 $ 75.50 $ 76.63 

Bill Impact $ 1.51 
1.54% 

$ 1.90 
1.57% 

$ 1.13 
1.50% 

Requested Requested Requested 
Current Jul-14 Current Jut-14 Current Jul-14 
Annual Annual 

Residential (Rates E-12.0-20kW) 
Average kWh per Month 
Base Rates 
Four Comers Adjustment 
PSA - Forward Component 
PSA - Historical Component 
TCA 
RES 
DSMAC 
LFCR 

TOTAL 

Bill Impact 

Average Average 
Monthly Monthly 

Bills 
1,430 

$ 202.30 $ 
$ - $  
$ 1.83 $ 
$ 0.40 $ 
$ 3.58 $ 
$ 14.68 $ 
$ 3.89 $ 
$ 0.45 $ 0.46 
$ 227.13 $ 230.68 

$ 3.55 
1.56% 

Bills 
1,430 

202.30 
3.54 
1.83 
0.40 
3.58 

14.68 
3.89 

Summer Summer 
Monthly Monthly 

Bill Bill 
1,575 1,575 

$ 232.85 $ 232.85 
$ - $ 4.08 
$ 2.01 $ 2.01 
$ 0.44 $ 0.44 
$ 3.94 $ 3.94 
$ 16.17 $ 16.17 
$ 4.28 $ 4.28 
$ 0.52 $ 0.53 
$ 260.21 $ 264.30 

$ 4.09 
1.57% 

Winter Winter 
Monthly Monthly 

Bill Bill 
1,285 1,285 

$ 171.75 $ 171.75 

$ 1.64 $ 1.64 
$ 0.36 $ 0.36 
$ 3.22 $ 3.22 
$ 13.19 $ 13.19 
$ 3.49 $ 3.49 
$ 0.39 $ 0.39 
$ 194.04 $ 197.05 

$ 3.01 

Page 1 
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Four Corners Rate Rider 
Estimated Bill Impacts 

Schedule RBM-3 

Commercial (Rate E-32, >20 kW) 
Average kWh per Month 
Base Rates 
Four Corners Adjustment 
PSA - Forward Component 
PSA - Historical Component 
TCA 
RES 
DSMAC 
LFCR 

TOTAL 

Bill Impact 

Commercial (Rate E-32 M) 
Average kWh per Month 
Base Rates 
Four Comers Adjustment 
PSA - Forward Component 
PSA - Historical Component 
TCA 
RES 
DSMAC 
LFCR 

TOTAL 

Requested 
Current Jul-14 

Summer Summer 
Monthly Monthly 

Bill Bill 
68,381 68,381 

Requested 

Annual Annual 
Average Average 
Monthly Monthly 

Bills Bills 
62,238 62.238 

$ 5,977.26 $ 5,977.26 

$ 79.48 $ 79.48 
$ 17.43 $ 17.43 
$ 165.94 $ 165.94 
$ 152.49 $ 152.49 
s 189.52 s 189.52 S 202.94 $ 202.94 

Current JuI-1 4 

$ - $ 104.62 
$ 7.044.20 $ 7.044.20 

$ 87.32 $ 87.32 
$ 19.15 $ 19.15 
$ 177.69 $ 177.69 
$ 152.49 $ 152.49 

$ - $ 123.29 

$ 13.16 $ 13.43 $ 15.37 $ 15.68 
$ 6,595.28 $ 6,700.17 $ 7,699.16 $ 7,822.76 

$ 104.89 
1.59% 

$ 123.60 
1.61 Yo 

Requested 
Current Jul-14 

Winter 
Monthly 

Bill 
56,094 

$ 4,910.31 
$ 
$ 71.63 
$ 15.71 
$ 154.18 
$ 152.49 
$ 176.09 

Winter 
Monthly 

Bill 
56,094 

$ 4,910.31 
$ 85.94 
$ 71.63 
$ 15.71 
$ 154.18 
$ 152.49 
$ 176.09 

$ 10.96 $ 11.18 
$ 5,491.37 $ 5,577.53 

$ 86.16 
1.57% 

Requested 
Current Jul-14 

Winter Winter 
Monthlv Monthlv 

Bill Bill 
56.094 56.094 

Requested Requested 
Current Jul-14 Current JuI-14 
Annual Annual 

Average Average Summer Summer 
Monthly Monthly Monthly Monthly 

Bills Bills Bill Bill 
62,238 62,238 68.381 68.381 

$ 6.431.49 $ 6,431.49 $ 7.407.75 $ 7,407.75 $ 5,455.22 $ 5,455.22 

$ 79.48 $ 79.48 $ 87.32 $ 87.32 $ 71.63 $ 71.63 
$ 17.43 $ 17.43 $ 19.15 $ 19.15 $ 15.71 $ 15.71 
$ 165.94 $ 165.94 $ 177.69 $ 177.69 $ 154.18 $ 154.18 
$ 152.49 $ 152.49 $ 152.49 $ 152.49 $ 152.49 $ 152.49 
$ 189.52 $ 189.52 $ 202.94 $ 202.94 $- 176.09 $ 176.09 

$ - $ 112.57 $ - $ 129.66 $ - $ 95.48 

$ 14.07 $ 14.36 $ 16.09 $ 16.42 
$ 7.050.42 $ 7,163.28 $ 8,063.43 $ 8,193.42 

$ 12.05 $ 12.29 
$ 6,037.37 $ 6,133.09 

Bill Impact 

Residential (Rates E-12,0-20kW) 
Average kWh per Month 
Base Rates 
Four Comers Adjustment 
PSA - Forward Component 
PSA - Historical Component 
TCA 
RES 
DSMAC 
LFCR 

TOTAL 

$ 112.86 
1.60% 

$ 129.99 
1.61% 

$ 95.72 
1.59% 

Requested Requested 
Current JuI-14 Current JuI-14 
Annual Annual 
Average Average Summer Summer 
Monthly Monthly Monthly Monthly 

Bills Bills 
290,507 290.507 

$ 24,709.54 $ 24,709.54 

$ 370.96 $ 370.96 
$ 81.34 $ 81.34 
$ 607.71 $ 607.71 
$ 152.49 $ 152.49 
$ 694.07 $ 694.07 

$ - $ 432.48 

$ 26,616.11 $ 27.048.59 $ 31.544.02 $ 32,059.59 

Bill Bill 
31 4,925 31 4.925 

$ 29,456.69 $ 29,456.69 

$ 402.16 $ 402.16 
$ 88.18 $ 88.18 
$ 674.34 $ 674.34 
$ 152.49 $ 152.49 
$ 770.16 $ 770.16 

$ - $ 515.57 

Requested 
Current Jul-14 

Winter Winter 
Monthly Monthly 

Bill Bill 
266,089 266.089 

$ 19,962.38 $ 19,962.38 
$ - $ 349.39 
$ 339.80 $ 339.80 
$ 74.50 $ 74.50 
$ 541.08 $ 541.08 
$ 152.49 $ 152.49 
$ 617.97 $ 617.97 

$ 21,688.22 $ 22,037.61 

Bill Impact $ 432.48 
1.62% 

$ 515.57 
1.63% 

$ 349.39 
1.61 % 
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Test Year Ended December 31,2010 

Industrial (Rate E 3 4  I E35) 
Average kWh per Month 
Base Rates 
Four Comers Adjustment 
PSA - Forward Component 
PSA - Historical Component 
TCA 
RES 
DSMAC 
LFCR 

TOTAL 

Bill Impact 

Four Comers Rate Rider 
Estimated Bill Impacts 

Schedule RBM-3 

Requested Requested Requested 
Current JUl-14 Current Jut-14 Current Jul-14 
Annual Annual 

Average 
Monthly 

Bills 
3,581,412 

$ 249,125.86 
$ 
$ 4,573.47 
$ 1,002.80 

$ 3,335.00 
8 8,618.22 

$ 6,395.98 

8 273,051.33 

Average 
Monthly 

Bills 
3,581.41 2 

8 249,125.86 
$ 4,360.36 
8 4,573.47 
$ 1,002.80 

$ 3,335.00 
$ 6,395.98 

8 8.618.22 

$ 277.411.69 

$ 4.360.36 
1.60% 

Summer Summer 
Monthly Monthly 

Bill Bill 
3,729,201 3,729,201 

$ 259.aa2.57 8 259,a82.57 

$ i.ou.1a $ i , o a i 8  

8 3.335.00 $ 3,335.00 

$ 2a4~61.14 $ 289,409.77 

$ - $ 4,548.63 
8 4,762.19 $ 4,762.19 

$ 9,090.63 $ 9,090.63 

$ 6.746.57 $ 6,746.57 

8 4,548.63 
1.60% 

Winter Winter 
Monthly Monthly 

Bill Bill 
3,433.622 3.433.622 

$ 238,369.15 $ 23a.369.15 
$ - $ 4.172.09 
8 4.384.74 $- 4,384.74 
$ 961.41 $ 961.41 
s 8,145.81 8 a.145.81 
$ 3.335.00 8 3,335.00 
8 6.045.38 8 6,045.38 

$ 261,241.49 $ 265,413.58 

$ 4,172.09 
1.60% 

Page 3 
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On June 1 , 2015 EWAZ made a supplemental filing seeking approval of 

premium to be paid by ratepayers in the future. 
I recovery of price paid in excess of rate base, in other words an acquisition 

EXECUTIVE SUMMARY 

On April 22, 2015 Willow Valley Water Co., Inc. (“Willow Valley”) and 
EPCOR Water Arizona Inc. (“EWAZ”) filed an application with the Arizona 
Corporation Commission (“Commission”) requesting the sale of Willow 
Valley’s utility system and transfer of its Certificate of Convenience and 
Necessity (“CC&N”) to EWAZ. 

The direct testimony of Jeffrey M. Michlik is limited to the Acquisition 
Premium and the Accumulated Deferred Income Tax (“ADIT). 

RUCO recommends that no acquisition premium be authorized by the 
Commission in this case, simply because there are no benefit(s) to 
ratepayers in this case. 

The acquisition premium methodology as proposed in this case is similar to 
a SIB and may be illegal. (Le. An increase in rates between rate cases 
without a fair value determination) 

RUCO recommends that ratepayers be held harmless and-&a#h ADIT 
i=\-A@z -*&qzy- . .  
q, which is just good public policy. 

& Fye &&L35 04 
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1. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is Jeffrey M. Michlik. I am a Public Utilities Analyst V employed 

by the Arizona Residential Utility Consumer Office (“RUCO). My business 

address is 1110 West Washington Street, Suite 220, Phoenix, Arizona 

85007. 

Briefly describe your responsibilities as a Public Utilities Analyst V. 

In my capacity as a Public Utilities Analyst V, I analyze and examine 

accounting, financial, statistical and other information and prepare reports 

based on my analyses that present RUCO’s recommendations to the 

Arizona Corporation Commission (“Commission”) on utility revenue 

requirements, rate design and other matters. I also provide expert 

testimony on these same issues. 

Please describe your educational background and professional 

experience. 

In 2000, I graduated from Idaho State University, receiving a Bachelor of 

Business Administration Degree in Accounting and Finance, and 1 am a 

Certified Public Accountant with the Arizona State Board of Accountancy. I 

have attended the National Association of Regulatory Utility 

Commissioners’ (“NARUC”) Utility Rate School, which presents for study 

I 
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and review general regulatory and business issues. I have also attended 

various other NARUC sponsored events. 

I joined RUCO as a Public Utilities Analyst V in September of 2013. Prior to 

my employment with RUCO, I worked for the Arizona Corporation 

Commission in the Utilities Division as a Public Utilities Analyst for a little 

over seven years. Prior to employment with the Commission, I worked one 

year in public accounting as a Senior Auditor, and four years for the Arizona 

Office of the Auditor General as a Staff Auditor. 

Q. 

A. 

II. 

Q. 

A. 

What is the scope of your testimony in this case? 

I am presenting RUCO’s analysis of EWAZ’s proposed acquisition premium 

and the Accumulated Deferred Income Tax (“ADIT”) issue, and not the sale 

of Willow Valley’s assets or the transfer of the CC&N to EWAZ. 

BACKGROUND 

Please review the background of this application. 

EPCOR Water Arizona Inc. (“EWAZ’ or “Company”) is an Arizona “C” 

Corporation.l EPCOR is a for profit, certificated Arizona public service 

corporation that provides water and wastewater utility service to various 

communities throughout the State of Arizona. Global Water Resources Inc. 

On February 1,2012, EPCOR Water (USA) Inc. (“EWUS”) acquired all of Arizona American Water 
Company’s District in Arizona and in New Mexico. 

2 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Direct Testimony of Jeffrey M. Michlik 
EPCOR Water Arizona, Inc. 
Docket Nos. W-01732A-15-0131 and W-01303A-15-0131 

(“Global”) is also an Arizona “C” Corporation, and is also a for profit, Arizona 

public service corporation that provides water and wastewater utility 

services to various communities throughout Arizona. On April 22, 2015, 

EWAZ and Global filed a joint application requesting Commission 

authorization for the sale and transfer of its Certificate of Convenience and 

Necessity (“CC&N”) from Global to EWAZ. In the initial application EWAZ 

also asked for an acquisition adjustment, and on June 1, 2015 filed a 

supplemental application describing how the acquisition adjustment 

mechanism would work. EWAZ’s corporate business office is located at 

2355 W. Pinnacle Peak Road, Suite 300 Phoenix, Arizona 85027. Global’s 

corporate business office is located at 21410 North 14th Avenue Suite 201, 

Phoenix, Arizona 85027. Both companies are classified as class A utility 

companies. 

Willow Valley is an Arizona Corporation that provides water utility service to 

approximately 1,620 customers in portions of Mohave County. Willow 

Valley received its CC&N pursuant to Decision No. 32436 (August 23, 

1960). Willow Valley is a subsidiary of Global. 

111. 

Q. 

A. 

EWAZ’S AND GLOBAL’S CORPORATE STRUCTURE 

Can you provide additional background on EWAZ’s corporate 

structure? 

Yes. 

3 
c 
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EWAZ 

EWAZ is a subsidiary of the ultimate parent company EPCOR Utilities Inc. 

The City of Edmonton, Canada is EPCOR Utilities Inc.’s sole shareholder. 

Since the Company took over operations from Arizona American Water 

Company in February 2012, the following dividend payments have been 

made: 

December 2012 $ 10,378,122 

March 2014 3,691,533 

June 2014 9,892,890 

Total $ 23.962.545 

Further, EWAZ states it targets 75 percent of its net income to dividend to 

its parent Company in Canada which ultimately benefits the citizens of 

Edmonton Canada.* EWAZ refused to update its dividend payout 

information (a copy of all relevant data requests have been included in 

Attachment 6). 

Global 

Global Water Resources Corp was incorporated in British Columbia to 

acquire shares of U.S. based Global Water and to actively participate in the 

management, business and operations of Global Water through its 

* See Direct Testimony of RUCO Witness Jeffrey M. Michlik in Docket No. WS-O1303A-14-0010, 
page 7. 
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representation on the board of directors of Global Water and its shared 

management of Global Water. GWRC owns an approximate 48.1 % interest 

in Global Water. 

Global refused to provide dividend payout information on its other operating 

systems, but stated Willow Valley has not distributed earnings to its parent 

~ o m p a n y . ~  Subsequently, RUCO was able to review the Company’s audited 

financial statement via its website and determined the following liabilities 

were incurred at the end of December: 

201 4 Dividends Payable approximately $21 2,000 

201 3 Dividends Payable approximately $1 0,000 

Q. 

4. 

Why is dividend payout information important and relevant to this 

proceeding? 

Commissioners need to identify financial viability concerns that may arise, 

as a result of Companies paying excessive dividends to shareholders 

instead of reinvesting accumulated earnings in deteriorating Arizona water 

and wastewater plant. Dividends are paid out of retained earnings which 

is a consideration in assessing the viability of the transaction as well as the 

merits of a proposed acquisition premium. It is also noteworthy that EWAZ 

objected to RUCO’s review of their board minutes (see RUCO data request 

See RUCO data request 4.03. 

5 
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1.04). The board minutes might have contained information that reflected 

any concerns the board might have had over the acquisition. 

IV. 

2. 

4. 

EWAZ’S REQUEST FOR AN ACQUISITION PREMIUM 

Please provide background details on the Company’s proposed sale, 

transfer of its Certificate of Convenience and Necessity (TC&N’’), and 

acquisition prem i um. 

On April 22, 201 5, EWAZ and Global filed a joint application, requesting the 

Commission approve the sale of Global’s Willow Valley Utility System and 

the transfer of its Certificate of Convenience and Necessity (“CC&N”) to 

EWAZ. The Company also asked for an acquisition premium the details of 

which would be forthcoming in a supplemental filing. The Company filed a 

supplement to its application seeking approval and recovery of its price paid 

in excess of rate base on June 1 , 2015. EWAZ is asking for recovery of 

approximately $226,803 (Le. purchase price of $2,494,834 less $2,268,031 ) 

through a surcharge mechanism as shown below: 

Net Utility Plant in Service $2,796,377 

Less: Advances and Contributions ($528,346) 

$2,268,031 

Purchase Price 

Less: 

Acquisition P rem i um 

$2,494,834 

($2,268,031 ) 

$ 226,803 

6 
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Q. 

4. 

Q. 

A. 

Please further explain the Company’s proposed acquisition 

adjustment mechanism? 

The Company has proposed to invest $1,000,000 in utility plant over a 

period of five years. Although confusing, the Company would let the 

Commission decide how much of an incentive the Company should receive 

- a 10 percent, 15 percent, or 20 percent premium incentive that will 

eventually be passed on to its ratepayers as an annual surcharge 

mechanism. 

Does RUCO have any legal concern with the Company’s acquisition 

premium adjustment mechanism? 

Yes. The Company’s proposed acquisition adjustment seems very similar 

to a System Improvement Benefits (“SIB”) Mechanism in which utility plant 

is built between rate cases. The Arizona Court of Appeals subsequently 

determined that the SIB was illegal (see Attachment A). This is basically the 

same situation in this case as the acquisition premium as proposed will 

create rate increases between rate cases without a fair value 

determinati~n.~ 

This is based on RUCO’s interpretation of the Company’s supplement to application seeking 
approval of recovery of price paid in excess of rate base, page 6 which states “If approved by the 
Commission, EWAZ would work with Commission Staff to create standard reporting procedures to 
monitor annual progress of the additional capital projects, and to phase in the surcharge as projects 
are completed. In addition, EWAZ would provide a report to Commission Staff annually, 
summarizing total surcharge revenues collected and provide for early termination of the surcharge 
should full recovery of the Acquisition Premium occur prior to the authorized term of recovery. 
EWAZ would not expect the surcharge to continue further than the originally-authorized term, and 
would accept the risk of non-recovery of the full Acquisition Premium upon expiration of the 
authorized surcharge period.” 

7 
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RUCO also has prudency concerns. The ratemaking principle of prudency, 

addresses the issue of whether a Company’s investment was reasonable, 

dishonest or wasteful. In this case, EWAZ is asking the Commission to 

predetermine the prudency of the plant. The determination of prudency is 

traditionally made when the plant is in the ground and is used and useful. 

In other words the plant is in service and servicing ratepayers. Here the 

Company will be asking the Commission to make a determination before 

the plant is in service and useful to the ratepayers. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Did Global Water pay a premium when the Willow Valley Company was 

purchased? 

Yes. 

Did the Arizona Corporation Commission approve an acquisition 

adjustment when Global purchased Willow Valley? 

No. 

Can you briefly describe the acquisition of the Willow Valley Company 

when purchased by Global Water Company? 

Yes. The Willow Valley acquisition was part of the West Maricopa Combine 

that was purchased by Global in 2006. Global paid approximately $55.4 

million for the West Maricopa Combine and approximately $45.8 was 

recorded as Goodwill. As of December 31, 2011, the Goodwill balance 

8 
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(acquisition premium) on Global’s Audited Financial Statements related to 

the purchase of the West Maricopa Combine was $1 3,081,831 of which 

$398,499 was attributable to Willow Valley.5 

Q. 

A. 

- 

Has there been an “impairment” adjustment recorded on the books of 

Willow Valley since that time and if there has been why that is 

important? 

Yes. An impairment adjustment of $1 7 ~ 3 3 7 ~  was recorded in June 201 5. 

An impairment adjustment is recorded when the fair value of the assets that 

were purchased is less than the book value of the assets. In other words 

Global overpaid for the assets and now the excess purchase price is being 

written off to expense. Obviously, RUCO is concerned that EPCOR will be 

following in the same footsteps as Global did when it originally purchased 

the Willow Valley System. Over-paying for the assets involved in the 

purchase and at some future date the excess payment could be impaired 

and ultimately written off to expense. This type of ratemaking incentivizes 

overpayment by the large utility companies which is bad public policy and 

perhaps explains the purchase here. 

- 
j See Company response to RUCO DR No. 3.04 
j See Company response to RUCO DR No. 3.06 
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v. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

DUE DILIGENCE 

Did RUCO examine EWAZ’s due diligence work papers related to the 

sale price of Willow Valley? 

Yes. Both myself and Mr. Mease visited EWAZ’s corporate headquarters in 

Arizona on August 28,2015. 

Did the Company do any type of Net Present Value Analysis (“NPV”) 

or revenuelcash stream projection analysis? 

RUCO is not sure. The Company stated it did in response to RUCO data 

request number 4.04, however, during our visit on August 28th, we were 

informed that no such analysis was performed. RUCO asked the Company 

to explain the discrepancy, but RUCO has not received a response at the 

time of this filing. 

Should acquiring utility companies do a NPV analysis? 

Yes. Companies will typically perform a NPV analysis of future revenue 

streams to determine if the acquisition will be profitable and if the investment 

will provide the expected returns over a defined period of time. Companies 

can put themselves in a difficult financial situations if such analyses are not 

performed. When earnings suffer in a regulated environment it’s the 

ratepayers who end up paying for these deficiencies. 
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2. 

4. 

VI. 

Q. 

A. 

How did the Company determine that a ten percent acquisition 

premium was warranted in this case? 

In response to RUCO 3.02, EWAZ stated “The fair market value was 

determined through negotiation of an arms-length transaction between 

unrelated parties. A value based on a multiple applied to the calculation of 

rate base was the result of protracted negotiations and represented the 

lowest multiple the seller was willing to accept to sell their assets and forego 

their reasonable expectation of returns on the capital investments their 

investors have made in the provision of service to the system’s customers.” 

RUCO’s interpretation is that this is the lowest price that Global was willing 

to accept. In this case, it does not make sense to invest almost $2.5 million 

in a water system that EWAZ may not earn a return on its investment or 

worse recovery of its investment. Unless of course, the Company can pass 

the costs on to ratepayers in the form of an acquisition premium. 

GENERIC DOCKET NO. WS-00000A-14-0198 

Was there a generic Commission docket opened recently to discuss 

Acquisitions and Consolidations in Arizona’s Water &Wastewater 

Industry? 

Yes, generic docket WS-00000A-14-0198, was opened “In the matter of the 

Commission’s inquiry into the possible development of regulatory policies 
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and strategies to evaluate and potentially encourage consolidation 

concerning Arizona’s water and wastewater utilities industry.” 

1. 

4. 

3. 

4. 

Did RUCO co-author a white paper on the issue along with Paul Walker 

chairman, Arizonans for Responsible Water a trade group for the water 

industry in Arizona? 

Yes, this was docketed on June 20,2014. 

Did RUCO withdraw its support of the paper? 

Yes. On June 23, 2014 RUCO withdrew its support. Unfortunately, RUCO 

could no longer support the White Paper it co-authored in good faith 

because it was unsure that its underlying principles will be adhered to by 

the Commission. However, a few of the excerpts from that paper are 

illustrative . 

The authors’ reference : Judge Learned Hand, one of America’s greatest 

jurists, in the 1943 Niagara Falls Power Co. decision, and Professor James 

Bonbright, who wrote “Principles of Public utility Rates”. These scholars 

noted that there are two sources that must be considered when determining 

the justness of an acquisition adjustment. If the rate base were to be set at 

the price paid by the new purchaser, then “the [company] who does not sell 

is confined for [its rate] base to [its] original cost; [the company who sells 

can assure the buyer that [it] may use as a base whatever [the buyer] pays 
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in good faith. If the [seller] can persuade the buyer to pay more than the 

original cost the difference becomes a part of the [rate] base and the public 

must pay rates computed upon the excess. Surely this is a most undesirable 

conclusion. - Niagara Falls Power Co. v. Federal Power Commission, 137 

F (24 787,793 (1 943) 

Judge Hand went on to further note that if the regulator simply allows any 

cost above original cost to be included in rate base, the seller will “assure 

the buyer that [it] may use as a base whatever [the buyer] pays in good 

faith.” This will increase sales, but it will do so by changing the economics 

so that buyers become more indifferent to the purchase price, and sellers 

realize that the regulatory price constraint no longer exerts a downward 

force on the price they ask.”7 

“Therefore the Commission should not do what Judge Hand warned about, 

it should not simply allow any cost above original cost to be included in rate 

base .’I8 

Likewise, Professor Bonbright in “Principles of Public Utility Rates,” stated 

that “Investors are not compensated for buying utility enterprises from their 

Please see The Challenges of Consolidating an Industry by Pat Quinn, BS, MS, Mathematics 

lbid at 18. 
and Paul Walker, BS, MBA, Business Administration. Page 17. 
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Q. 

4. 

previous owners ... Instead, they are compensated for devoting capital to the 

public ~erv ice. ”~ 

Interestingly enough was EWAZ mentioned in the white paper? 

Yes. “Sometimes, that sunk cost is adequately compensated by the 

opportunity to grow the acquired entity or simply through the revenue 

stream from the acquired company. An example of that sort of acquisition 

is EPCORs acquisition of Chaparral Water in Fountain Hills. EPCOR paid 

an acquisition cost approximately 30% higher than Chaparral‘s book value, 

but the economics didn’t necessitate an acquisition adjustment. 

That example comes with a huge caveat - Chaparral Water was, b! all 

accounts, a successful, capable, well-managed company with more than 

adequate financial, managerial, and technical ability. What Acquisition 

Adjustments and a Consolidation policy must address are companies 

that aren’t viable, or are in danger of falling into crisis because they 

lack the financed, managerial, and technical ability to deal with current 

and looming issues (such as, e.g., Arizona’s drought.)”1° 

lbid at 17. 
Ibid. at 17 
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Ill. 

a. 

4. 

1. 

4. 

PRIOR STAFF AND COMMISSION POLICY 

Has Staff proposed a policy for class D and E water system 

Acquisitions? 

Yes (see Attachment C). 

Did Staff layout six general conditions that a water company must 

meet in order to qualify for an acquisition adjustment? 

Yes. Staff stated that the following six conditions must be proven by a 

preponderance of the evidence in order to obtain an acquisition adjustment: 

1. 

2. 

3. 

4. 

5. 

6. 

The acquired Company is a Class D or E. 

The acquisition will not negatively affect the viability of the 

acquirer. 

The acquired system’s customers will receive improved 

service in a reasonable timeframe. 

The purchase price is fair and reasonable (even though that 

price may be more than the original cost less depreciation 

book value) and conducted through an arm’s length 

negotiation. 

The recovery period for the acquisition adjustment should be 

for a specific minimum time. 

The Acquisition is in the public interest. 
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Q. 

A. 

Q. 

A. 

VIII. 

Q. 

A. 

Did Staff update its acquisition policy? 

Yes (see Attachment C). On March 19, 2012, Staff filed a memorandum 

discussing acquisition premiums again. 

Has the Commission ever granted an acquisition premium? 

Based on Staffs analysis the answer is no, based on the definition of a true 

acquisition premium. 

RUCO’S ANALYSIS 

What is RUCO’s analysis of Staffs acquisition premium conditions as 

they pertain to the present acquisition? 

Condition number one - Willow Valley is owned by Global a class A utility, 

and as such does not qualify under Staffs first condition. 

Condition number two - EWAZ claims they are financially viable, however, 

in their last rate case just recently completed they claim they were not 

unless they received a higher Return on Equity (“ROE”). Further, RUCO 

also noted several legal disputes that may or may not have been settled 

which could affect the Company’s financial viability (see Attachment D). 

Condition number three - There is no evidence of improved service in a 

reasonable timeframe. There are no ADEQ violations or ADWR violations. 
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There is a reliable source of water, capacity, distribution, and customer 

service. 

Condition number four - One can argue whether the purchase is an arm’s 

length transaction or not, since there may or may not have been an 

adequate financial analysis conducted. (Le. NPV analysis) 

Condition number five - The Company has offered various payback 

periods. 

Condition number six - RUCO does not believe this acquisition is in the 

public interest. The water company is not insolvent. The company is able to 

serve water that meets the quality standards as set forth in the Safe Drinking 

Water Act. Global is a class A utility and has access to financial markets. 

EWAZ could not provide any efficiencies and/or economies of scale above 

what Global is providing. There are no clear quantifiable and substantial 

benefits to ratepayers that will result. 

Simply transferring ownership of a utility from one class A utility to another 

class A utility does not warrant an acquisition adjustment. 

Likewise, in Staffs updated policy memo, the Company fails to meet any of 

following conditions: 
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1. Demonstrating clear, quantifiable and substantial benefits 

realized by ratepayers that are unlikely to have been realized 

had the transaction not occurred. 

Balancing the value of the realized benefits against the rate 

impact. 

Granting any recovery of an acquisition premium over an 

extended time and requiring continued recovery to be re- 

justified in subsequent rate proceedings to encourage 

continuous delivery of improved, quality service. 

2. 

3. 

Q. 

4. 

Are there any other resources that RUCO used in its analysis? 

Yes (see Attachment E and Attachment F). Again, reasons for allowing an 

acquisition adjustment seem to be similar in nature, as shown in 

(Attachment E). 

1. When acquisitions represent an essential or desirable part of 

an integration of facilities program devoted to better serving 

the public, 

When acquisitions are clearly in the public interest, because 

operating efficiencies offset the excess price over net original 

2. 

cost; and 

When acquisitions are determined to involve arm’s-lengtl 

ba rg a i n i ng . 

3. 
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Similarly RUCO reviewed other Public Utility Commissioners’ policies on 

Acquisition Adjustments (see Attachment F). Again the results are the 

same, they are very limited and when an acquisition was granted it 

must benefit the ratepayers. 

IX. 

3. 

4. 

K. 

2. 

4. 

RUCO’S RECOMMENDATION 

What is RUCO’s recommendation? 

RUCO recommends that no acquisition premium be authorized by the 

Commission in this case, simply because there are no benefit(s) to 

ratepayers in this case. 

ACCUMULATED DEFERRED INCOME TAX (“ADIT”) ISSUE 

Please explain the term Accumulated Deferred Income Tax. 

In its simplest form, ADIT is a timing difference between what is recorded 

on the Company’s books and what the Company records for tax purposes. 

Generally the difference arises based on the use of straight line deprecation 

for book purposes which the National Association of Regulatory 

Commissioners (“NARUC”) mandates and the use of accelerated 

depreciation for Federal and State tax reporting purposes. This causes 

higher depreciation expense for tax purposes than for regulatory book 

purposes in the earlier years and then this timing difference reverses in later 

years. The difference is a source of interest-free funds, provided by 

ratepayers and not investors. This accumulated balance of interest-free 
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funds (ADIT) is available to the utility to further invest until it is then needed 

to fund the taxes due and payable in the later years. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Does the Company intend to carry forward Global’s ADIT balance on 

its books? 

Based on Staff data request 4.6, EWAZ does not give any recognition of 

Global’s ADIT credit of $293,862 offset by a $33,638 ADIT debit for a net 

ADIT credit of $260,224. 

Please elaborate? 

Generally, the ADIT balance serves as a reduction to rate base in rate 

proceedings, and benefits ratepayers. However, in an asset sale as is the 

case here, the deferred income tax balances remain with the seller. So as 

a result of this accounting transaction, ratepayers in Willow Valley will lose 

the benefit of $260,224, which would have provided rate relief in future rate 

case proceedings. This is another reason why EWAZ’s acquisition premium 

should be denied. 

Can something be done to ameliorate this inequity? 

Yes. Commissions across the country have approved ratepayer protection 

ould mechanisms (hold harmless provisions). I&tm m- 

a d :  CCiW&e&cr El444Cte 

. .  
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Q. 

A. 

Q. 

A. 

r- tory rat&xwtM 9 PurPo- 

What is RUCO’s recommendation? 

RUCO recommends that ratepayers be I,e harmless and-thHbe ADIT 

Does this conclude your direct testimony? 

Yes. 
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OPINION 

Presiding Judge Margaret H. Downie delivered the Opinion of the Court, 
in which Judge Kenton D. Jones and Judge Jon W. Thompson joined. 

D 0 W N I E, Judge: 

81 The Residential Utility Consumer Office (“RUCO”) appeals 
two decisions by the Arizona Corporation Commission (“Commission”) 
that adopted a system improvement benefits (“SIB”) mechanism 
permitting Arizona Water Company (“AWC”) to collect surcharges from 
utility customers in between rate cases for defined capital expenditures. 
Because we conclude the SIB mechanism does not comply with the 
Arizona Constitution’s mandate that the Commission determine a public 
service corporation’s fair value when setting rates, we vacate the approval 
of that rate-making device. However, we affirm the Commission’s 
determination of the appropriate return on equity. 

FACTS AND PROCEDURAL HISTORY 

I. The Parties 

82  The Commission is a constitutionally created entity that, 
among other things, regulates the rates charged by public service 
corporations. See Ariz. Const. art, 15, @, 2-3. AWC - a privately held for- 
profit corporation - is a monopoly water utility whose rates are set by the 
Commission; AWC provides water service to nineteen separate systems in 
Arizona. RUCO is a state agency established to represent the interests of 
residential utility consumers in Commission proceedings. See A.R.S. 5 40- 
462. 
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11. Eastern Group Case 

83 In August 2011, AWC filed an application with the 
Commission to increase rates for its eastern group water systems 
(“Eastern Group Case”). As relevant here, AWC requested: (1) a return on 
equity (“ROE”) of 12.5%l and (2) a distribution system improvements 
charge (“DSIC”) that would permit AWC to recover, in between rate 
cases, certain capital costs for improvement projects related to its 
distribution system and aging infrastructure. RUCO intervened in the 
Commission proceedings. 

84 An administrative law judge (“ALJ”) held a multi-day 
hearing on AWC’s application. Commission staff (“Staff”) and RUCO 
both opposed the proposed DSIC. Staff expressed concern that it would 
alter “the balance of ratemaking lag by reducing lag time for recovery of 
depreciation and return on plant investments, to the benefit of AWC and 
the detriment of its ratepayers,” and Staff also argued ”that allowing 
recovery of capital improvement costs between regular rate cases results 
in less scrutiny of plant investments both as to prudency and the used and 
usefulness of the plant.” In the alternative, Staff recommended several 
conditions that should apply to any DSIC-type mechanism the 
Commission might ultimately approve. 

85 The ALJ recommended that the Commission set the ROE at 
10.55% and that it deny the requested DSIC. After considering the ALJ’s 
written opinion and recommendations, the Commission approved a rate 
increase for AWC, setting the ROE at 10.55%. The Commission remanded 
the DSIC issue “to allow the parties the opportunity to enter into 
discussions regarding AWC’s DSIC proposal and other DSIC like 
proposals.” 

86 All parties except RUCO subsequently entered into a 
settlement agreement in the Eastern Group Case (”Eastern Group 
Settlement Agreement”). That agreement included a modified version of 
the DSIC, now called a SIB. 

a7 An ALJ conducted a hearing regarding the Eastern Group 
Settlement Agreement, with RUCO opposing its approval. With some 

1 As we discuss in@/ T[ 53, the ROE is intended to provide AWC 
with a fair rate of return on the value of property it employs for public 
service. 
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suggested modifications, the ALJ recommended that the Commission 
approve the Eastern Group Settlement Agreement, including the SIB 
mechanism, but also recommended that the ROE be reduced from 10.55% 
to 10.00%. 

as The Commission adopted most of the ALJ’s 
recommendations regarding the Eastern Group Settlement Agreement, 
but, by majority vote, maintained the ROE at the previously approved 
level of 10.55%.2 The Commission also required AWC to provide more 
documentation with its surcharge applications than the settlement 
agreement contemplated. RUCO filed an application for rehearing. After 
further evidentiary proceedings, the ALJ again concluded the SIB was 
appropriate and again recommended the Commission reduce the ROE to 
10.00%. 

a9  In its final decision, by a 3-2 vote, the Commission approved 
the SIB mechanism and maintained the ROE at 10.55%. RUCO filed a 
timely notice of appeal. 

111. Northern Group Case 

710 In August 2012, AWC filed an application with the 
Commission seeking rate increases for its northern group water systems 
(“Northern Group Case”). AWC‘s application included a DSIC proposal 
similar to that requested in the Eastern Group Case. RUCO intervened in 
the Northern Group Case as well. 

7x1 All parties except RUCO entered into a settlement 
agreement in April 2013 (“Northern Group Settlement Agreement”). The 
agreement incorporated the SIB determination from the Eastern Group 
Case. After an evidentiary hearing, an ALJ recommended that the 
Commission approve the Northern Group Settlement Agreement. 

a12 The Commission adopted the ALJ’s proposed order. 
However, it made the agreed-upon SIB mechanism ”subject to additional 
modifications that may be made by the Commission” in the Eastern 
Group Case. RUCO filed an application for rehearing, but its request was 
denied by operation of law pursuant to A.R.S. 5 40-253(A) (“If the 

2 Commissioner Brenda Burns dissented, stating that ” AWC 
ratepayers should not be asked to pay for an elevated ROE while also 
being the test case for a newly approved SIB.” 
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commission does not grant the application [for rehearing] within twenty 
days, it is deemed denied.”). 

713 RUCO filed a timely notice of appeal. By stipulation of the 
parties, we consolidated the Eastern Group and Northern Group cases for 
purposes of appeal. We also granted AWC‘s motion to intervene. This 
Court has jurisdiction over the consolidated appeals pursuant to A.R.S. 
5 40-254.01(A). 

IV. The SIB Mechanism3 

714 The SIB at issue in both the Eastern Group and Northern 
Group cases is a form of tariff that permits AWC, with Commission 
approval, to add surcharges to customers’ water bills for up to five years 
to recoup certain capital costs (depreciation expenses and pre-tax return 
on investment) of defined infrastructure replacement projects that AWC 
completes prior to its next rate case. Capital expenditures subject to SIB- 
based surcharges include: 

Transmission and Distribution Mains 
FireMains 
Services, including service connections 
Valves and valve structures 
Meters and meter installations 
Hydrants 

715 AWC may request surcharges only for completed projects 
that are ”actually serving customers.” Before imposing a surcharge, AWC 
must apply to the Commission and submit specified documentation. The 
Commission is required to approve or disapprove each surcharge 
application, and Staff and RUCO have 30 days from each application’s 
filing to dispute a surcharge request. Each surcharge is ”capped annually 
at five percent of the revenue requirement authorized’’ in Commission 
Decision No. 73736. AWC customers receive an ”Efficiency Credit” of 

3 At times, we discuss 
evidence and testimony regarding a DSIC that also applies to the SIB. 
However, the SIB mechanism that the Commission ultimately approved 
differs in some material respects from the DSIC that AWC initially 
proposed. Our legal analysis is based on the SIB’S terms and 
methodology. 

The SIB mechanism is a type of DSIC. 
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”five percent of the SIB revenue requirement.”4 The SIB mechanism 
contemplates an annual ”true-up,” or reconciliation, pursuant to which 
any ”under- or over-collected SIB revenues shall be recovered or 
refunded” to customers ”by means of a fixed monthly true-up surcharge 
or credit.” 

DISCUSSION 

I. Constitutionality of SIB Mechanism 

716 RUCO contends the SIB mechanism violates the Arizona 
Constitution’s mandate that the Commission determine the fair value of a 
public service corporation’s property when setting rates. According to 
RUCO, allowing the SIB-based surcharges in between rate cases 
circumvents this constitutional requirement. 

717 Whether the SIB mechanism runs afoul of the constitution is 
a question of law that we review de novo. See Sierra Club - Grand Canyon 
Chapter v. Ariz. Corp. Comm‘n, __ Ariz. 7 15, __ P.3d __ (App. July 
23, 2015) (appellate courts are not bound by Commission’s legal 
conclusions and must “determine independently whether the Commission 
erred in its interpretation of the law”); Ariz. Water Co. v. Ariz. Coup. 
Conzdn, 217 Ariz. 652, 656, 7 10, 177 P.3d 1224, 1228 (App. 2008) (in 
reviewing Commission decisions, appellate courts review questions of law 
de novo). RUCO bears the burden of persuasion. See A.R.S. 5 40-254.01(E) 
(litigant challenging Commission decision ”must make a clear and 
satisfactory showing that the order is unlawful”). 

A. Fair Value Determination Requirement 

718 “The Arizona Corporation Commission, unlike such bodies 
in most states, is not a creature of the legislature, but is a constitutional 
body which owes its existence to provisions in the organic law of this 
state.” Ethziizgton v. Wright, 66 Ariz. 382, 389, 189 P.2d 209 (1948). Under 
the Arizona Constitution, the Commission has plenary power to set “just 
and reasonable rates and charges” for public service corporations. Ariz. 
Const. art. 15,s 3. Article 15, Section 3 provides, in pertinent part: 

4 The two five-percent figures apply to different amounts. The cap 
on each surcharge is five percent of the revenue requirement authorized 
by the Commission in AWC’s most recent rate case, whereas the efficiency 
credit is five percent of the SIB revenue requirement, as defined in the 
settlement agreements. 
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The corporation commission shall have full 
power to, and shall, prescribe just and 
reasonable classifications to be used and just 
and reasonable rates and charges to be made 
and collected, by public service corporations 
within the state for service rendered 
therein. . . . 

Id. 

719 The Commission’s plenary power over rate-making, though, 
is not unfettered. Among other things, our constitution requires the 
Commission to ”ascertain the fair value of property” when it sets rates. 
Ariz. Const. art. 15, § 14. Section 14’s mandate “is an imperative. The 
commission is charged with an affirmative duty to act.” US West 
Coinnzc‘ns, Inc. v. Ariz. Corp. Conznz’n, 201 Ariz. 242, 245, 7 11, 34 P.3d 351, 
354 (2001) (“US West”). ”[Alscertaining the fair value of property of 
public service corporations is a necessary step in prescribing just and 
reasonable classifications, rates, and charges.” Etlzington, 66 Ariz. at 392, 
189 P.2d at 216; see also Auiz. Coi-p. Conznz’n v. Ariz. Pub. Seiv. Co., 113 Ark. 
368, 370, 555 P.2d 326, 328 (1976) (“[Tlhe Commission is required to find 
the fair value of the company’s property and use such finding as a rate 
base for the purpose of determining what are just and reasonable rates.”). 

820 Surcharges trigger the constitutional requirement for a fair 
value determination. See Residential Util. Coizsuiner Ofice ZI. Ariz. Corp. 
Cornrn’n, 199 Ariz. 588,589, 7 1/20 P.3d 1169,1170 (App. 2001) (“RUCO”). 
Indeed, the parties here acknowledge that ”[tlhe SIB mechanism is a 
ratemaking device.” 

B. Exceptions to Fair Value Determination Requirement 

721 Arizona’s appellate courts have recognized two relatively 
narrow exceptions to the constitutional requirement that the Commission 
determine the fair value of a utility’s property when setting rates: 
automatic adjustor clauses and interim rates. See id.  at 591,711,20 P.3d at 
1172. As we discuss inl;., the SIB mechanism fits within neither 
exception. 

1. Automatic Adjustor Clauses 

722 In approving the SIB mechanism, the Commission labeled it 
an adjustor mechanism. We disagree. Cf. id. at 593, 7 21/20 P.3d at 1174 
(“If ever there was a situation ’fraught with potential abuse,’ it occurs 
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when the Commission of its own volition has the ability to declare any 
rate increase an ’automatic adjustment.”’). 

823 An automatic adjustor mechanism permits ”rates to adjust 
automatically, either up or down, in relation to fluctuations in certain, 
narrowly defined, operating expenses.’’ Scafes 71. Ariz. Corp. Coinin’n, 118 
Ariz. 531, 535, 578 P.2d 612, 616 (App. 1978). Adjustor mechanisms 
“usually embody a formula established during a rate hearing to permit 
adjustment of rates in the future to reflect changes in specific operating 
costs, such as the wholesale of gas or electricity.” Id.  The purpose of an 
automatic adjustor mechanism is to pass on to customers certain naturally 
fluctuating costs so that the utility neither benefits nor suffers a 
diminished return from those costs. Id.  

824 William Rigsby, Chief of Accounting and Rates for RUCO, 
described the characteristics of a typical automatic adjustor clause as 
follows: 

When I think of an adjuster mechanism, I think of something 
along the lines of like a purchased gas adjuster mechanism, 
where the company has to . . . buy natural gas on the open 
market, or an electric company . . . has to buy power . . . on 
the grid in the wholesale market and so forth. And so the 
cost of that either natural gas or electricity is passed on to the 
ratepayer at no profit to the company, and that’s the reason 
that it’s implemented, is because of the price fluctuations of 
the commodity in the marketplace. It’s a two-way street. If 
the prices go down, then consumers see a credit on the bill. 
If prices go up, then, of course, they go ahead and they pay 
that. Whereas in the case o f .  . . a DSIC, it’s not a two-way 
street. 

825 Rigsby’s testimony is consistent with our own jurisprudence 
regarding automatic adjustor clauses. See, e.g., Mountain States Tel. t3 Tel. 
Co. zy. Ariz. Coi-p. Cornm’iz, 137 Ariz. 566, 569, 672 P.2d 495,498 (App. 1983) 
(An automatic adjustment clause is “a device that allows a rate to adjust 
automatically, either up or down in relation to fluctuations in certain, 
narrowly defined, operating expenses.”). RUCO’s view is also aligned 
with the position Staff took at the outset of the Eastern Group Case. In 
Phase I of that proceeding, Staff stated that adjustor mechanisms are used 
to ”allow utilities to pass on to customers changes in certain specific 
volatile costs outside of the utility’s control, such as purchased power 
costs.” Staff also correctly noted that ”rate adjustors outside of a rate case 

’ 
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are the exception rather than the rule and [are] very limited in what they 
can do.” 

726 Under the SIB mechanism, surcharges will not fluctuate in 
amount within an annual cycle, and they will never decrease. Moreover, 
AWC is being allowed to recoup capita2 expenditures, rather than 
”narrowly defined operating expenses” that naturally fluctuate. As such, 
the SIB mechanism lacks essential attributes of an automatic adjustor 
clause and does not fall within that exception to the constitutional fair 
value determination requirement. 

2. Interim Rate 

727 Interim rates assessed on a temporary basis in between rate 
cases may also be exempt from the constitutional fair value determination 
requirement. The interim rate exception, though, “is limited to 
circumstances in which: (1) an emergency exists; (2) a bond is posted by 
the utility guaranteeing a refund to customers if interim rates paid are 
higher than the final rates determined by the Commission; and (3) the 
Commission undertakes to determine final rates after a valuation of the 
utility’s property.’’ XUCO, 199 Ariz. at 591,112,20 P.3d at 1172. 

728 During the Commission proceedings, AWC did not assert 
that emergency circumstances exist. It instead described its infrastructure 
replacement needs as ”extraordinary,” and on appeal, it characterizes 
them as ”exceptional.” AWC estimates the cost of needed improvements 
in the Eastern Group systems alone at $67 million over a ten-year period. 

729 In the first phase of the Eastern Group Case, Staff did not 
quarrel with AWC‘s cost estimates or dispute the notion that 
infrastructure at the end of its useful life must be replaced. Staff, however, 
did not consider AWC’s situation an emergency or even an “extraordinary 
circumstance.” Jeffrey Michlik, Public Utilities Analyst for the 
Commission, testified: 

Q. Do you consider infrastructure replacement to be an 
extraordinary circumstance? 

A. No. . . . That’s something we expect of all the water 
companies that are public service companies here. They 
should . . . supply customers with safe and reliable drinking 
water, with or without a DSIC. 
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Q. Does the dollar amount of [the repairs] et cetera, drive 
the determination of whether something is extraordinary or 
not? 

A. It could, I mean if it's a huge amount. 

Q. . . . In this case [AWC] has talked about a $67 million 
expense that they anticipate in infrastructure replacement. . . 
. Does Staff consider that. . . sigruficantly high to . . . deem 
that circumstance extraordinary? 

A. No. 

Staff contended AWC was proposing a DSIC-type mechanism "for routine 
expenditures" that was "unjustified." In a brief filed during Phase I of the 
Eastern Group Case, Staff wrote: 

[Olther cost recovery mechanisms in use in Arizona all 
address extraordinary circumstances outside the utility's 
control, such as the fluctuating cost of natural gas or a 
federal mandate requiring the addition of massive amounts 
of plant. This case seeks to recover the cost of replacing 
aging infrastructure. The most basic laws of science and 
nature are that materials have a limited life-span. They 
_deteriorate and must be replaced. [AWC] knew from the 
time it entered the market that someday the infrastructure 
would require replacement. [AWC] could and should have 
anticipated this event and prepared for the same, but failed 
to do so. [AWC] has some control over the rate of 
deterioration, by performing routine repairs and 
maintenance. By their own admission, they cut maintenance 
expenses "to the bone" in 2008. Staff has expressed concern 
that this has caused a more rapid deterioration of plant. To a 
sigmficant extent, the circumstances in which AWC now 
finds itself are of its own making. The customer should not 
be required to bear the burden of the Company's decisions. 

ll30 The ALJ's Opinion and Order noted "plentiful evidence'' 
that certain AWC systems have degraded and that leaks and breaks are 
"occurring at excessive rates," requiring replacement of infrastructure "at 
a much faster rate than [AWC] has historically done." But the ALJ 
concluded the situation was not "exceptional," so as to warrant "the 
creation of and authorization to use a nontraditional ratemaking device 
such as the DSIC." See RUCO, 199 Ark. at 592, 7 18, 20 P.3d at 1173 
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("Nothing in the record indicates that the increase in CAP water expense 
rose to the level of an emergency situation, thereby making [the utility] 
eligible for an interim rate."). 

731 In considering the ALJ's findings and recommendations, the 
Commission similarly found no emergency and cited AWC's 
acknowledgement it had not been "'ambushed' by the need to replace its 
aging infrastructure." The Commission further noted that, "[iln spite of 
AWC's decision to cut operating costs, AWC has consistently continued to 
pay its shareholders dividends, paying $4,287,600 in 2008,2009, and 2010. 
, . . AWC increased the amount of dividends in 2011, after having held 
dividends steady for three years." 

832 The settlement agreements that were later negotiated also do 
not state that an emergency exists or describe circumstances that would 
ordinarily be considered an emergency. See, e.g., Garvey v. Trew, 64 Ark. 
342, 354, 170 P.2d 845, 853 (1946) ("The word 'emergency' has a well 
understood meaning. It is defined and understood as: 'An unforeseen 
combination of circumstances which calls for immediate action.'"); see a h  
Hunt ZI. Norton, 68 Ariz. 1,11,198 P.2d 124,130 (1948) ("'Emergency' does 
not mean expediency, convenience, or best interests."). Instead, the 
Eastern Group Settlement Agreement provides, in pertinent part: 

It is necessary for AWC to undertake a variety of system 
improvements in order to maintain adequate and reliable 
service to existing customers. AWC is also required to 
complete certain system improvements in order to comply 
with requirements imposed by law. The Signatory Parties 
acknowledge that these projects are necessary to provide 
proper, adequate and reliable service to existing 
customers,. . . 

In its final approval of the settlement agreements, the Commission again 
made no finding of emergency circumstances and noted AWC's 
concession "that its infrastructure replacement needs have been 
developing for a long time." 

7/33 Because AWC neither claimed nor established the requisite 
emergency circumstances, the interim rate exception to the constitutional 
fair value determination requirement does not apply. 
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C. Compliance with Fair Value Determination Requirement 

n34 Absent a valid automatic adjustor mechanism or interim 
rate, the Commission ”cannot impose a rate surcharge based on a specific 
cost increase without first determining a utility’s fair value rate base.” 
RUCO, 199 Ariz. at 589, 7 1/20 P.3d at 1170. The question thus becomes 
whether the SIB mechanism satisfies this constitutional mandate. 

735 Arizona is a regulated monopoly state. Ariz.  Corp. Conziiz’iz v. 
Ariz.  Water Co., 111 Ariz. 74, 76, 523 P.2d 505, 507 (1974). ”The monopoly 
is tolerated only because it is to be subject to vigilant and continuous 
regulation by the Corporation Commission.” Davis v. Corp. Conznz‘n, 96 
Ariz. 215,218,393 P.2d 909, 911 (1964). One important component of the 
Commission’s “vigilant and continuous” regulatory role is determining 
and using fair value when setting a monopolistic utility’s rates, In 
discussing the fair value determination requirement more than a century 
ago, our supreme court stated: 

In order that the Corporation Commission might act 
intelligently, justly, and fairly between the public service 
corporations doing business in the state and the general 
public, section 14 was written into the Constitution. . . . The 
”fair value of the property” of public service corporations is 
the recognized basis upon which rates and charges for 
services rendered should be made, and it is made the duty of 
the Commission to ascertain such value, not for legislative 
use, but for its own use, in arriving at just and reasonable 
rates and charges. . . . 

State v. Tucson Gas, Elec., Light & Power Co., 15 Ariz. 294, 303, 138 P. 781, 
784-85 (1914); see also Simnzs v. Round Valley Light & Power Co., 80 Ariz. 145, 
151,294 P.2d 378,382 (1956) (“It is clear . . . that under our constitution as 
interpreted by this court, the commission is required to find the fair value 
of the company’s property and use such finding as a rate base for the 
purpose of calculating what are just and reasonable rates.”). 

f136 A fundamental underpinning of the fair value determination 
requirement is the principle that the public has ”the right to demand that 
a public utility operate ”with reasonable efficiency and under proper 
charges.” City of Phx. v. Kasun, 54 Ariz. 470, 475, 97 P.2d 210, 212 (1939); 
see also Ariz. Corp. Comm‘n v. State ex rel. Woods, 171 Ariz. 286,292,830 P.2d 
807, 813 (1992) (The Commission must use its ”powers to regulate public 
service corporations in the public interest.”). Although our constitution 
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"does not establish a formula for arriving at fair value, it does require such 
value to be found and used as the base in fixing rates." Sinzms, 80 Ariz. at 
151, 294 P.2d at 382; see also Ariz. COT. Coinnz'n v. Ariz. Water Co., 85 Ariz. 
198, 202, 335 P.2d 412, 414 (1959) ("No formula is given for determining 
fair value . . . but the Commission must establish the rate base on the basis 
of fair value and that alone."). The fair value determination is intended to 
avoid "the harsh extremes of the rate spectrum" and to ensure that both 
consumers and public service corporations are treated fairly. US West, 201 
Ariz. at 246, 7 21/34 P.3d at 355. 

737 The Commission suggests the SIB mechanism is 
constitutionally permissible because it is akin to step rate increases the 
Arizona Supreme Court discussed in Arizona Coinnzunity Action Ass'n D. 
Arizona COT. Coinnzission, 123 Ariz. 228, 230, 599 P.2d 184, 186 (1979) 
("ACAA"). We conclude otherwise. 

738 A C A A  includes dicta stating that, in the context of a rate case, 
the Commission may consider construction work in progress ("CWIP") in 
calculating a utility's fair value and may approve prospective percentage 
rate increases based on that fair value for a "limited period of time." Id. at 
230-31, 599 P.2d at 186-87. The court observed that "[tlhe adjustments 
ordered by the Commission in adding the CWIP to [the] determination of 
fair value were adequate to maintain a reasonable compliance with the 
constitutional requirements i f  used only for a limited period of tinze." Id.  at 
231,599 P.2d at 187 (emphasis added). But even accepting this language 
as persuasive authority, as the Commission urges, the SIB mechanism at 
issue here differs materially from the step rate increases discussed in 
A C A A .  

739 A C A A  suggests that, with Commission authorization, a 
utility may charge stepped-up rates for a limited period of time to account 
for CWIP that was reviewed and approved by the Commission during a 
rate case. Here, however, much of the work that will be subject to SIB- 
based surcharges was not in progress when AWC's rate case was 
adjudicated. Under the settlement agreements, AWC may add 
improvement projects that will be subject to the SIB mechanism. CJ 
Consol. Water Utils., Ltd. v. Ariz. Coip. Coiiiiizh, 178 Ariz. 478, 482-83, 875 
P.2d 137,141-42 (App. 1993) (affirming non-inclusion of anticipated CWIP 
in establishing fair value rate base because, among other things, "[tlhe 
amount of actual construction to be undertaken is not known and 
measureable"). And even if the Commission's review of new projects 
were to approximate the evaluation occurring during a rate case, unlike 
the two-year step increases in A C A A ,  the Commission here has authorized 
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AWC to seek surcharges for five years - the entire time span between rate 
cases. 

740 Turning next to the question of whether the SIB 
mechanism's methodology satisfies the constitutional fair value 
determination requirement, we note that the documentation AWC must 
submit to obtain approval of surcharges is substantially less than what is 
required in a rate case. See A.A.C. R14-2-103(A)(l) (delineating financial 
and statistical information "required to be filed with a request by a public 
service corporation doing business in Arizona for a determination of the 
value of the property of the corporation and of the rate of return to be 
earned thereon, with regard to proposed increased rates or charges"). 
Moreover, it is undisputed that the Commission will not conduct a full 
fair value determination when it evaluates AWC's surcharge requests. 

741 Rigsby testified that RUCOs primary concern with a DSIC- 
type mechanism is that the Commission will not "take into consideration 
all of the various ratemaking elements that would be looked at and 
scrutinized in a general rate case proceeding. That would include such 
things as revenues, expenses, and, of course, capital expenditures and the 
prudency considerations for each one of those ratemaking elements." The 
record supports this concern. As Rigsby observed, the Commission will 
only be "looking at the capital costs and depreciation expense associated 
with the plant additions under the SIB, as opposed to an actual test year, 
where we're looking at all of the ratemaking elements that would . . . 
include not only plant and accumulated depreciation and such, but other 
rate base items like accumulated deferred income taxes, customer 
deposits, working capital." In other words, the SIB mechanism focuses on 
the marginal effect of the SIB on fair value - an important, but quite 
limited assessment of fair value. Steve Olea, former Director of the 
Utilities Division for the Commission, confirmed that "[tlhe only thing 
being considered in the SIB is the plant," not current operating and 
maintenance expenses, and he acknowledged that "the SIB application 
doesn't look at all the rate case elements that you would normally look at 
in a rate case proceeding." 

742 To be sure, AWC must submit substantial information to the 
Commission when it requests a surcharge, including project details, "a 
calculation of the SIB revenue requirement and SIB efficiency credit," a 
true-up calculation for the prior surcharge period, an analysis of the 
impact of the SIB Plant on the fair value rate base, revenue, and the fair 
value rate of return, current balance sheets and income statements, and an 
earnings test schedule. But although infrastructure costs will be current 
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when the Commission considers surcharge requests, other critical 
valuation factors will be premised on a past rate case that, at the outer 
reaches of the SIB cycle, will be five years old. Such a process is 
inconsistent with the mandate that the Commission perform a fair value 
determination “at the time of inquiry.” See Aviz. Coy .  Conzm’n, 85 Ark. at 
201-02,335 P.2d at 414-15 (“A reasonable judgment concerning all relevant 
factors is required in determining the fair value of the properties at the 
time of inquiry. If the Commission abuses its discretion in considering 
these factors or if it refuses to consider all the relevant factors, the fair 
value of the properties cannot have been determined under our 
Constitution.”); Sirnnzs, 80 Ariz. at 151, 294 P.2d at 382 (“Fair value means 
the value of properties at the time of inquiry.”). 

743 The abbreviated review under the SIB mechanism is 
particularly problematic given the five-year duration of the surcharges 
and the compounding effect those surcharges will have on ratepayers over 
that relatively lengthy period of time. Additionally, the Commission will 
not be assessing savings or other efficiencies attributable to capital 
improvements when it approves surcharges. See Kasuiz, 54 Ariz. at 475,97 
P.2d at 212 (public has right to demand that utilities operate with 
reasonable efficiency); Scates, 118 Ariz. at 534, 578 P.2d at 615 (A noted 
peril of a “piecemeal approach to rate-making via tariff is that it serves 
”both as an incentive for utilities to seek rate increases each time costs in a 
particular area rise, and as a disincentive for achieving countervailing 
economies in the same or other areas of their operations.”). 

744 In defending its decisions, the Commission cites cases that 
confirm its broad discretion in setting rates. See, e.g., Aviz. Corp. Cornnz’n u. 
Ariz. Pub. Sew.  Co., 113 Ariz. at 371, 555 P.2d at 329. The Commission, 
however, lacks discretion to disregard or dilute state constitutional 
requirements, including the mandate that it determine fair value in setting 
rates. 

745 Nor do we agree that Scates authorizes a rate increase 
without a fair value determination based on ”exceptional circumstances,” 
as the Commission and AWC suggest. Scafes reversed an order approving 
increased telephone rates because the Commission ”failed to make any 
examination whatsoever of the company’s financial condition, and to 
make any determination of whether the increase would affect the utility’s 
rate of return.” 118 Ariz. at 537,578 P.2d at 618. In language unnecessary 
to its holding, Scafes continued: 
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There may well be exceptional situations in which the 
Commission may authorize partial rate increases without 
requiring entirely new submissions. We do not decide in 
this case, for example, whether the Commission could have 
referred to previous submissions without some updating or 
whether it could have accepted summary financial 
information. We do hold that the Commission was without 
authority to increase the rate without any consideration of 
the overall impact of that rate increase upon the return [of 
the company], and without, as specifically required by our 
law, a determination of [the company's] rate base. 

Id. 

746 To the extent this dicta in Scates can be read as suggesting 
that an "exceptional situation" may excuse the constitutional requirement 
for a fair value determination, we disagree. No Arizona court has so held, 
and since Scafes, we have reaffirmed that, absent a valid interim rate or 
automatic adjustor mechanism, the Commission may not impose rate 
surcharges without first determining fair value. See RUCO, 199 Ariz. at 
589, 7 1/20 P.3d at 1171. 

847 AWC's reliance on US Wes t  is similarly unavailing. In a 
fundamentally different context, our supreme court held in US West  that 
although a fair value determination is constitutionally mandated when 
rates are set, in a coinpetifive market, the Commission has "broad 
discretion" to determine what weight to give that determination. US 
West/  201 Ark. at 246, 77 19-21, 34 P.3d at 355. We are not dealing here 
with a competitive market. Nor is our focus on how the Commission may 
weigh and apply fair value in approving surcharges. At issue is whether 
the SIB mechanism provides the functional equivalent of a fair value 
determination. See Ariz. C o y .  Coi~zrn'iz~ 85 Ariz. at 202, 335 P.2d at 414 
(The Commission abuses its discretion if "it refuses to consider all the 
relevant factors" in determining fair value.). Moreover, US W e s t  confirms 
that in the context of a regulated monopoly, the Commission must both 
determine and use fair value: 

[Wlhile the constitution clearly requires the Arizona 
Corporation Commission to perform a fair value 
determination, only our jurisprudence dictates that this 
finding be plugged into a rigid formula as part of the rate- 
setting process. . . . As we have seen, a line of cases nearly as 
old as the state itself has sustained the traditional formulaic 
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approach. The commission . . . correctly points out, 
however, that those decisions were rendered during a time 
of monopolistic utility markets. In such a setting, where 
rates were determined by giving the utility a reasonable 
return on its Arizona property, the fair value requirement 
was essential. W e  stilZ believe tlzat 7olzen a monopoly exists, tlze 
rafe-ofreturn method is proper. 

201 Ariz. at 245-46, 77 17-19, 34 P.3d at 354-55 (emphasis added); see also 
Plzelps Dodge Corp. v. Ariz. Elec. Pozoer Coop., Inc., 207 Ariz. 95,105 n.8, 7 21, 
83 P.3d 573, 583 n.8 (App. 2004) (“Although [US West] held that this rate- 
of-return method for rate setting may be inappropriate in a competitive 
environment, it affirmed the supreme court’s long-standing view that this 
method is properly employed in traditional, non-competitive markets.”). 

748 The Commission and AWC raise colorable policy arguments 
in support of flexible rate-making tools like the SIB and stress that other 
jurisdictions have approved similar devices.5 We recognize the 
Commission’s legitimate desire to ”initiate innovative procedures in an 
attempt to deal promptly and equitably with increasingly complex 
regulatory matters,” and its corresponding goal of avoiding ”a constant 
series of extended rate hearings [that] are not necessary to protect the 
public interest.” A C A A ,  123 Ark. at 230-31, 599 P.2d at 186-87. But the 
question before us is not whether the SIB mechanism represents prudent 
public policy. Our focus is on the propriety of that mechanism given the 
unique and express provisions of our state constitution. 

749 The fair value determination requirement imposed by the 
Arizona Constitution may be cumbersome, time-consuming, and 
expensive, as the Commission asserts. The answer, though, is not to 

5 Also in the record are materials describing potentially negative 
policy implications of DSIC-type mechanisms, including circumvention of 
regulatory review of rate base items for prudence and reasonableness, 
elimination of incentive to control costs between rate cases, and rewarding 
water companies that ”imprudently fall behind in infrastructure 
improvements.” Additionally, AWC‘s reliance on “regulatory lag” as a 
basis for implementing a DSIC-type mechanism caused Staff to note 
during Phase I of the Eastern Group Case that ”[wlhile utilities tend to 
decry regulatory lag as causing them to have to wait too long to recover 
costs, regulatory lag serves a useful purpose in incentivizing a utility to 
operate efficiently and minimize costs.” 
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ignore it or to circumvent the constitutional mandate by judicial fiat. See 
Ariz. Const. art. 2, 9 32 (”The provisions of this Constitution are 
mandatory, unless by express words they are declared to be otherwise.”). 
Although the Arizona electorate has refused to amend the constitutional 
fair value requirement in recent years: “[slhould they think it wise, our 
citizens are free to amend the Arizona Constitution to reflect changed 
circumstances.” US West, 201 Ariz. at 245, 8 12, 34 P.3d at 354. 
Meanwhile, under appropriate circumstances, the Commission may 
employ alternative rate-making devices approved by our appellate courts 
if it complies with the well-established requirements for those 
mechanisms. 

750 Because the SIB mechanism does not comply with the 
Arizona Constitution’s mandate that the Commission determine and use 
fair value when setting a monopolistic utility’s rates, we vacate the 
Commission’s approval of that rate-making device. 

11. Return on Equity 

751 RUCO also contends the adoption of a 10.55% ROE was 
arbitrary given the Commission’s corresponding approval of the SIB 
mechanism. To the extent this argument is not moot by virtue of our 
disapproval of the SIB mechanism, we disagree. 

752 ”[Tlhe Commission is constitutionally mandated to set fair 
rates of return on fair value base of public service utilities.” Ariz. Corp. 
Comm’n 21. Citizens Utils. Co., 120 Ariz. 184,188, 584 P.2d 1175, 1179 (App. 
1978). ”This function cannot be performed by the judiciary and the 
judicial role is limited . . . to determining whether the Commission’s 
decision was supported by substantial evidence, was not arbitrary and 
was not otherwise unlawful.” Id. The Commission exercises discretion in 
setting an appropriate rate of return. Lifcl$eld Park Sew. Co. u. Ariz. COT. 
Comm‘n, 178 Ariz. 431,434,874 P.2d 988,991 (App. 1994). 

a53 The Commission considered substantial evidence relevant to 
the ROE determination. Some of that evidence, including expert opinions, 
suggested that AWC required both a SIB-type mechanism and a higher 

6 Arizona voters defeated proposed constitutional amendments to the 
fair value determination requirement in 1984, 1988, and 2000. US West, 
201 Ariz. at 245 n.2, T[ 12/34 P.3d at 354. 
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ROE to complete necessary projects and obtain financing. See Bluejield 
Wnfenvorks & ImprozJenzent Co. v. Pub. S e w .  Conznz'n of W. Vn., 262 US. 679, 
693 (1923) ("The return should be reasonably sufficient to assure 
confidence in the financial soundness of the utility and should be 
adequate, under efficient and economical management, to maintain and 
support its credit and enable it to raise the money necessary for the proper 
discharge of its public duties."). Other testimony posited that the 
efficiency credit included in the settlement agreements effectively reduces 
the ROE. Opinions about the appropriate ROE ranged from 8.5% to 
12.5%. RUCO took the position that the ROE and SIB mechanism are, to 
some degree, duplicative, and that the SIB reduces AWC's risk "because it 
improves cash flow and reduces regulatory lag related to cost recovery of 
qualifying infrastructure investment." 

T54 Faced with a conflict in the evidence, a majority of the 
Commission opted to authorize the 10.55% ROE, even while approving 
the SIB mechanism.7 There is support for that decision in the record, and 
our role is not to reweigh the evidence to determine whether we would 
reach the same conclusion. See DeGroof 71. Ariz. Rgcing Conzm'n, 141 Ark. 
331, 335-36, 686 P.2d 1301, 1305-06 (App. 1984) (appellate court does not 
reweigh evidence to resolve perceived conflicts). We find no abuse of 
discretion in setting the ROE at 10.55%. 

7 Commissioners Brenda Burns and Robert Burns dissented. In his 
written dissent, Commissioner R. Burns stated that the final decision 
"allows for both a SIB mechanism and a higher return on equity . . . which 
leads to duplicative recovery." He concluded that permitting "both a SIB 
and an elevated ROE is not in the best interest of the ratepayers." 
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CONCLUSION 

a55 For the reasons stated, we vacate the Commission’s approval 
and adoption of the SIB mechanism but affirm its determination of the 
appropriate ROE. 

Ruth A. Willingham a Clerk of the Coud 
F I L E D : ama 
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COMPANY: EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
DOCKET NO: W-01732A-15-0131 

Response provided by: Tom Campbell 
Title: EWAZ Legal Counsel 

Address : 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 1.03 

Q: Work Papers - Please provide a copy of all due diligence work papers created 
and/or utilized by EPCOR during their analytical review of the Willow Valley Water, 
co . 

A: EWAZ objects to RUCO 1.03 to the extent that it seeks information that is not 
reasonably calculated to lead to the discovery of admissible evidence. EWAZ 
further objects to RUCO 1.03 to the extent that it seeks information protected by 
the attorney-client privilege, the work-product doctrine or any other privilege 
recognized under the law. EWAZ also objects to RUCO 1.03 to the extent that it 
seeks highly confidential business information or trade secrets. 

5999591-1 



COMPANY: EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
DOCKET NO: W-01732A-15-0131 

Response provided by: Tom Campbell 
Title: EWAZ Legal Counsel 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 1.04 

Q: Minutes of the Board of the Directors - Please provide copies of the minutes of all 
meetings of the Board of Directors of EPCOR Water Arizona Inc., approving the 
purchase of Willow Valley Water Co. Inc. 

A: EWAZ objects to RUCO 1.04 to the extent that it seeks information that is not 
reasonably calculated to lead to the discovery of admissible evidence. EWAZ 
further objects to RUCO 1.04 to the extent that it seeks information protected by 
the attorney-client privilege, the work-product doctrine or any other privilege 
recognized under the law. 

5999591-1 
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COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: 
Title: 

Ron Fleming (Part a.) 
CEO, Global Water Resources, Inc. 

Address: 21410 N. lgth Ave., Suite 220 
Phoenix, Arizona 85027 

Response provided by: 
Title: Manager, Rates 

Sarah Mahler (Part b.) 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 2.02 Page 2 of 2 

6. EWAZ will bring the Willow Valley service area into its operational management 
systems, which, in addition to the systems already employed by Global, also 
includes an environmental and water quality compliance management system. 

Also, while EWAZ does not waive its right to start collecting customer security 
deposits in the future, EWAZ does not currently collect security deposits from 
its customers. We note that Global does hold security deposits, and will be 
returning any outstanding security deposit balances to the respective 
customers after the close of this transaction. 

6077956-1 



COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and WQ1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response  provided by: Ron Fleming 
Title: CEO, Global Water Resources, Inc. 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response  Number: RUCO 2.05 

Q: Water Qualitv - Is the Willow Valley Water System currently providing safe and 
reliable drinking water? 

A: Yes. 

6077956-1 



COMPANY: 
DOCKET NO: WS-01303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Ron Fleming 
Title: CEO, Global Water Resources, Inc. 

Address: 21410 N. lgth Ave., Suite 220 
Phoenix, Arizona 85027 

CornDanv ResDonse Number: RUCO 2.06 

Q: Water Quality - Does the Willow Valley Water System currently have any Notice of 
Violations outstanding with the Arizona Department of Environmental Quality? If so 
please explain. 

A: No. 

6077956-1 



6077956-1 



COMPANY: 
DOCKET NO: 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
WS-0 1303A-15-0131 and W-01732A-15-0131 

Response provided by: Greg Barber 
Title: EPCOR Controller 

Address : 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 3.01 

Q: Please see RUCO DR. No. 2.07 requesting “how the Company’s acquisition 
premium was derived?” The Company’s response was as follows: 

A: Please see the Company’s Response to STF GWB 1.1 and the table below (from 
STF GWB 1.1) 

EPCOR 
Purchase Price 

Calculation 
Descriptions as of 12/31/2014 
Utility Plant in Service $5,146,109 
CWlP 
Total PP&E 
Accum Depreciation 
Gross Plant 
AIAC 
ClAC 
Net Rate Base 

$1 9,767 
$5,165,876 

($2,369,499) 
$2,796,377 

($69,347) 
($458,999) 
$2,268,031 

With 10% Acquisition Premium 1.10% 

Purchase Price $2,494,834 

RUCO can see how the calculation of the purchase price was calculated, 
however, please explain how the 10% Acquisition Premium was derived? 

A. The 10% acquisition premium was derived through negotiation, and represented 
the lowest price premium that would have motivated a sale from the current owner. This 
negotiated premium was the result of protracted negotiations with the seller who initially 
indicated an expectation of a higher premium. The formulaic method which defined the 
acquisition price in this instance as a percentage applied to rate base was agreed to by 
the parties as a means of defining the final purchase price in recognition of the changes 
to plant and advanceskontributions that can occur during the period between signing a 
purchase agreement and completion of the regulatory approval process. 



COMPANY: 
DOCKET NO: WS-01303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Shawn Bradford 
Title: EPCOR-VP Corporate Services 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 3.02 

Q: On page 2, line 5 of “Supplement to Application” filed on June I , 201 5, it states 
that the purchase price for the Willow Valley system reflects the fair market value 
of the assets and operations being purchase.’’ Can you please explain in detail 
how the fair market value was determined? 

A: The fair market value was determined through negotiation of an arms-length 
transaction between unrelated parties. A value based on a multiple applied to the 
calculation of rate base was the result of protracted negotiations and represented 
the lowest multiple the seller was willing to accept to sell their assets and forego 
their reasonable expectation of returns on the capital investments their investors 
have made in the provision of service to the system’s customers. 

6546530-1 



COMPANY: 
DOCKET NO: WS-01303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Shawn Bradford 
Title: EPCOR-VP Corporate Services 

Address : 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 3.03 

Q: Also on page 2 on the “Supplement to Application” beginning on line 14 it states, 
“EWAZ will need to make significant capital investments to increase the reliability 
and quality of the Willow Valley system, such as replacement of non-operational 
system valves, installation of a more 
retention system, and necessary maintenance of storage tanks.” If such 
significant new investments are required to be made by EPCOR, why would 
a prudent investor pay a ten percent premium? 

robust backwash effluent discharge 

A: Willow Valley has made investments and improvements to its systems over the 
years to address numerous areas of concern. While EPCOR recognizes the need 
for additional investment to improve system reliability and lower water loss, the 
negotiated sale price was based on the approved rate base plus a 10 percent 
premium, which is fair market value for the types of assets being acquired. This 
acquisition also meets the Commission’s objective of industry consolidation for the 
benefit of customers. 

6546530-1 



COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona lnc. and Willow Valley Water Co., Inc. 

Response provided by: Mike Liebman 
Title: CFO, Global Water Resources, Inc. 

Address : 21410 N. lgth Ave., Suite 220 
Phoenix, AZ 85027 

Company Response Number: RUCO 3.04 

Q: Global Water, Inc., paid a negotiated purchase price of $54,369,889 for 
West Maricopa Combine in 2006, of which $45,809,111 was identified as Goodwill 
in the ComDanv's audited financial statements for the vmr endinn b m r n h e r  21 

the 

201 1. Of the total amount of Goodwill how much was recorded on the books of 
Willow Valley Water Co., Inc.? Please show the calculations for the amount 
recorded as Goodwill. 

Please see the attached Exhibit 3.04 Goodwill Calculation. For clarification, see 
page 55 of the Audited Financial Statement for the year ended December 31, 201 I 
for the Company's Goodwill balance, which was approximately $1 3,081,831. The 
Goodwill recorded at Willow Valley for the year ended December 31, 2011 was 
$398,499. 

A: 

6546530-1 



I 
COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-01732A-15-0131 

Response provided by: Mike Liebman 
Title: 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

CFO, Global Water Resources, Inc. 

Address: 21410 N. lgth Ave., Suite 220 
Phoenix, AZ 85027 

Company Response Number: RUCO 3.05 

Q: If there was no Goodwill recorded on the books of Willow Valley, please explain 
why not? 

A: See above response to RUCO 3.04 for the Goodwill calculation. 

6546530-1 



COMPANY: 
DOCKET NO: WS-01303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

I Company Response Number: RUCO 3.06 

Response  provided by: Mike Liebman 
Title: CFO, Global Water Resources, Inc. 

Q: Of the amount recorded as Goodwill on the  hnnkn nf Willow Vailev hac thprp hppn 

an impairment adjustment recorded and if so how much was the impairment 
adjustment? 

I 

Address: 21410 N. lgth Ave., Suite 220 
Phoenix, Arizona 85027 

A: An impairment adjustment of $175,837 was recorded in June 2015. 



COMPANY: 
DOCKET NO: W-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response A I  provided by: 
Title: 

Mike Liebman 
CFO, Global Water Resources, Inc 

Address: 21410 N. 191h Ave., Suite 220, Phoenix, AZ 85027 

Response A2 provided by: Timothy J. Sabo 
Attorney for Willow Valley and Global Water 
Resources, Inc. 

Response to A3 provided by: Sarah Mahler 
Manager, Rates 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 4.03 

Q: 

AI:  

A2: 

A3: 

Dividend Payouts to both EPCOR and Global’s Parent Companies - Please 
include the dividend payouts to the ultimate parent Company for both EPCOR and 
Global (from all systems or districts) on a calendar year basis since 2010 

Willow Valley has not paid dividends to Global Water since the stock acquisition in 
2006 as Willow Valley has operated in a loss position for each of the years in 
question, and has not had earnings available to distribute to the parent company. 

Dividends or other distributions by other Global Water utilities are not relevant to 
this docket, which is limited to the approval of the sale of Willow Valley’s assets to 
EPCOR Water Arizona Inc. 

EWAZ objects to DR RUCO 4.03 to the extent that it is not relevant to the 
Commission’s determination of the present action and is not reasonably calculated 
to lead to the discovery of admissible evidence. Without waiver of the foregoing 
objection, the dividends paid to EWAZ’s corporate parent for June 2010 to June 
2013 are available in the Company’s most recently filed rate case, Docket No. WS- 
01303A-14-0010, at schedule E4 in any of the A-F schedules for that case. 

6667478-1 
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COMPANY: 
DOCKET NO: W-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Joanne Ellsworth 
Title: Director, Corporate and Regulatory Affairs 

Global Water Resources, Inc. 

Address: 2141 0 N. 1 gth Ave., Suite 220, Phoenix AZ 85027 

Company Response Number: RUCO 4.02 

Q: Acquisition Adiustments - Based on the Answers to data request 4.01, did the 
Company or predecessor Companies ask for an acquisition adjustment in any prior 
CC&N case? If so, please identify the Commission Decision and docket number 
that discusses an acquisition adjustment. 

A: This question is not applicable. See the response to RUCO Data Request 4.01. 

6661478-1 
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COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Greg Barber 
Title: Controller 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 4.04 

Q: Net Present Value (“NPV”) Analvsis - Did EPCOR do any type of NPV Analysis or 
revenuekash stream projections to support its proposed acquisition of Willow 
Valley? If no analysis was prepared please explain why not? 

A: Yes, we did a NPV Analysis for the Willow Valley acquisition. However, the 
purchase price was the result of arms-length negotiation between the buyer and 
seller and represents the lowest acquisition price that the current owner would 
accept to sell the Willow Valley systems. This negotiated acquisition price was the 
result of protracted negotiations with the seller who initially indicated an 
expectation of a higher acquisition price. The NPV analysis performed by EPCOR 
simply supported that negotiated price. 

6667475-1 
22616209.1 



COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Greg Barber 
Title: Controller 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 4.06 

Q: System Improvement Benefits ("SIB") Mechanism -What extent did the SIB have 
on the negotiated sales price? 

A: The SIB did not have any impact on the negotiated sales price. The acquisition 
price was derived through negotiation, and represented the lowest acquisition price 
that would have motivated a sale from the current owner. This negotiated 
acquisition price was the result of protracted, arms-length negotiation between the 
buyer and seller, who initially indicated an expectation of a higher acquisition price. 

6667478. I 
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COMPANY: 
DOCKET NO: W-01303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Mike Liebman 
Title: 

Address: 

CFO, Global Water Resources, Inc. 

21410 N. lgth Ave., Suite 220, Phoenix, AZ 85027 

Company Response Number: RUCO 4.1 1 

Q. Unexpended CIAC - Does Willow Valley have any unexpended CIAC? If so how 
much. 

A. Willow Valley does not have any unexpended CIAC recorded. 

6661478-1 
226 16209. I 



COMPANY: 
DOCKET NO: W-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., lnc. 

Response provided by: Mike Liebman 
Title: CFO, Global Water Resources, lnc. 

Ad dress: 21410 N. lgth Ave., Suite 220, Phoenix, AZ 85027 

ComDanv Reseonse Number: RUCO 4.18 

Q. Excessive Accumulated Depreciation Balances - Please list the plant accounts 
that have accumulated depreciation balances that are larger than the plant asset. 

A. Willow Valley does not have any accumulated depreciation balances larger than 
the related plant asset. 

6667418- 1 
226 16209. I 



COMPANY: 
DOCKET NO: W-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: Mike Liebrnan 
Title: CFO, Global Water Resources, Inc. 

Address : 21410 N. lgth Ave., Suite 220, Phoenix, AZ 85027 

Company Response Number: RUCO 4.19 

Q. Debit Accumulated Depreciation Balances - Does Willow Valley have any debit 
accumulated depreciation balances? 

A. Willow Valley does not have any debit accumulated depreciation balances. 

6647479-1 
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COMPANY: 
DOCKET NO: 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
WS-01303A-I 5-0131 and W-01732A-15-0131 

Response provided by: 
Title: Director, Regulatory & Rates 

Sheryl L. Hubbard 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: STF GWB 4.6 

***For all data requests for which you do not have the information requested, please state 
such and skip to the next data request. Also, for responses to data requests that may be 
voluminous or overly burdensome, please contact the assigned analyst, Gerald W. 
Becker, at 602-542-0831 to discuss. 

Q: Accumulated Deferred Income Taxes (“ADIT) - In response to data request 
GWB1.l, EWAZ does not give any recognition the ADIT balances provided in 
response to data request GWB1.6 of $293,862 ADIT credit offset by a $33,638 
ADIT debit for a net ADIT credit of $260,224. 

I. Please confirm that the above amounts are correct and the ADIT credit 
would serve to reduce rate base in a future proceeding. 

Please provide the reasons that ratepayers should be deprived of the 
benefits of an ADIT liability in a future rate proceeding. 

II. 

A: i. Under Global Water Resources ownership of Willow Valley Water Company, 
and absent any changes in the balances in the ADIT accounts, the net ADIT 
credit would be included as a reduction to rate base in future rate proceedings, 

ii. In an asset sale, deferred income tax asset and liability balances remain with 
the seller. Unlike a stock purchase transaction, tax attributes like deferred taxes 
and net operating losses do not convey to the buyer in an asset sale. The 
customers of the new owner will benefit from the buildup of ADIT liabilities 
associated with the excess tax depreciation over book depreciation to be 
recorded in the initial post acquisition years. 

6298331-1 
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I ---------- M E M O R A N D U M  

TO: THE 4OMMISSION 

FROM: Utilities( Division 

DATE: June 29,2001 

OF THE ARIZONA CORPORATION COMMISSION 
W-OOOOOC-98-0153) 

RE: 

3, 2000, the Commission issued Decision No. 62993. This decision 
regarding the Commission’s Water Task Force. The Commission 

to develop policy statements, some of which are due by 
of meetings with interested parties to discuss the issues and 

as noted below. The reports addressing specific subjects 
only one working group did Staff disagree with a portion 
also discussed below. The reports address the following 

issues: 

of Fact No. 9 from Decision No. 62993 ordered Staff to develop a policy 
of Convenience and Necessity for water systems. Attachment A to 
this policy developed in a meeting with interested parties. 

of Fact No. 11 ordered Staff to develop a policy statement regarding 
and rate of return premiums for water systems. 

for this policy, which was developed based on several meetings with 
Attachment B to this 

interested parties 

g of Fact No. 29 ordered Staff to develop a policy statement regarding tiered 
this memorandum is Staffs proposal for this policy, which was developed after 

g of Fact No. 3 1 ordered Staff to develop a policy statement regarding recovery 

was developed after several meetings with interested parties. Staff is in agreement with this proposal, 
except for the po n which deals with the definition of the tern ‘he.” The attached policy defines 
“use” as those m T thods considered as “use” by the Arizona Department of Water Resources 
(ADWR). The c h t  regulations of ADWR allow a water company to be in compliance with its 
requirements as long as the water system uses its CAP water anywhere within the same Active 
Management Area (AMA) in which the water system is located. This approach is contrary to the 
position the Commission took in a recent Vail Water Company (Vail) rate case. 

Arizona Project. Attachment D is Staffs proposal for this policy, which 



THE COMMISSION 
June 29,200 1 
Page 2 

In Decision No. 62450, the Commission appivved Vail’s cost recovery of its CAP 
costs with specific mandates regarding Vail‘s long-term plans for the CAP water. At present Vail is 
using its CAP water in an “in lieu recharge project”. Vail’s CAP water is being used by a farm in Red 
Rock in lieu of the firm using groundwater. Because the farm in Red Rock is in the same AMA 
(Tucson AMA) as Vail, Vail gets credit for this use by the f m  and therefore, is in compliance with 
ADWR requirements, even though the farm is approximately 60 miles fbm Vail. Staff believes that the 
water being recharged in Red Rock will never actually directly benefit the aquifer in Vail and therefore, 
never benefit the customers of Vail. This was the basis for the StafF recommendations that were 
adopted by the Commission in Decision No. 62450. The Commission ordered Vail to submit, within 
10 years of the Decision, a plan to use it CAP water directly in its certificated area. Decision No. 
62450 also ordered Vail to actually begin using its CAP water within its certificated area within 15 
years of the Decision. 

For these reasons, Staff recornmeends that the Commission slightly, but sigdicantly, 
modify the definition of “use” contained in Attachment D by adding the condition that the water system 
would have to use its CAP water within its certificated area. 

Staff recommends that these policy statements be discussed at an bpen Meeting at the 
Commission’s convenience. 

Deborah R Scott 
Director 
Utilities Division 

DRS:SMO: 

ORIGINATOR Steven M. Olea 



Phoenix Office 
Arizona Corporation Commission 

1200 W. Washington St. 
Phoenix, AZ 85007 
(602) 542-4251 
(800) 222-7000 

Utilities Division 
Steven M. Olea - Director 

T- Arizona Corporabon Commission 
400 W. Congress, Ste. zt8 

Tucson, A7.8501 
(SO) 628-6550 
(800) 535-0148 

E,edrx Gas Telephone Waler I Sewer Consmer Sewices 
- - ___ I __  - . __ I 

Attachment B 

Proposed Policy for Class D and E Water System Acquisitions 

The purpose of the acquisition policy is to try to encourage acquisition and 
consolidation of small water utilities operating in the state. For purposes of 
this policy, small water utilities are limited to Class D and E water utilities, 
i.e., less than $250,000 of operating revenue in the most recent calendar 
year. Acquisition of small water utilities should result in improved water 
quality and/or senice for the customers. 

Decision No. 62993, dated November 3,2000, established six general 
conditions a water company must meet to qualify for an acquisition 
adjustment or rate of return premium. Per that Decision, the acquisition 
incentive may be granted in one of two ways: (1) recovery of an amount 
paid in excess of the book value of the acquired company's assets 
(acquisition adjustment), or (2) a rate of return premium, but not both. 
This policy develops criteria and procedures for determining the amount of 
acquisition incentive that will be eligible for recovery in rates following 
acquisition of a small water utility. 

The purchase price for a small water utility could exceed the book value of 
its plant in service, resulting in a positive acquisition adjustment. This 
policy applies exclusively to positive acquisition adjustments, and negative 
acquisition adjustments shall not be recognized for rate-making purposes. 

In certain cases, a rate of return premium may be allowed instead of an 
acquisition adjustment. Once the rate of return percentage is determined, a 
premium amount will increase that percentage. The premium percentage 
will be allowed in rates for a period of time that the Commission determines 
is appropriate to provide an acquisition incenti1.e. 

Following is the list of six conditions a company must prove by a 
preponderance of the evidence in order to obtain an acquisition adjustment 
or rate of return premium in rates, as well as criteria to meet those 
conditions. 

I. The Acquired Company Is A Class D Or E. 

This policy is to be applied to the acquisition of Class D and E water 
utilities, i.e., those havingless than $250,000 of operating revenue in 
the most recent calendar year. 

I. The Acquisition Will Not Negatively Affect The Viability Of 
The  Acquirer. 
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The acquiring company shall provide documentation that 
satisfactorily demonstrates its continued financial viability 
subsequent to the acquisition. Staff will not recommend approval of a 
proposed acquisition that would be potentially detrimental to an 
acquirer's financial viability. 

1. The Acquired System's Customers Will Receive Improved 
Service In A Reasonable Timeframe. 

The acquiring company shall submit a plan for improving senice to 
the customers of the acquired system. The plan shall include, but not 
be limited to, a detailed listing of the current violations and 
deficiencies of the water company to be acquired, as well as  the 
acquirer's proposed solutions and the related costs. Additionally, the 
plan must also include a proposal for how the rates of the small water 
utility's customers will be affected. The acquirer's plan should also 
provide estimated implementation dates for each system or senice 
improvement. A service improvement plan might include, but is not 
limited to, the following: 

a. Delivering water to customers that meets the quality standards of the 
Arizona Department of Environmental Quality ("ADEQ") and the Safe 
Drinking Water Act. 

Arizona Department of Water Resources ("ADWR"). 
b. Satisfactory resolution of outstanding violations with ADEQ and the 

c. Developing a reliable source of water supply. 
d. Developing appropriate water storage capacity. 
e. Improved water pressure, either higher or lower, within the 

f. Replacement of inadequate, insufficient, deteriorated, and/or 

g. Improving billing procedures, customer complaint resolution, and 

distribution system. 

inefficient infrastructure. 

senice response times. 

I. The Purchase Price Is Fair And Reasonable (Even Though 
That Price May Be More Than The Original Cost Less 
Depreciation Book Value) And Conducted Through An 
Arm's Length Negotiation. 

One factor that would contribute to recommending an acquisition 
incentive is if the net plant value is either very small or zero, due to 
substantially or fully depreciated assets that require replacement. 
Although the water company assets may reflect zero net book value on 
the records, the assets in theory still have value due to the fact that 
they generate a future revenue stream. To determine if the purchase 
price and resulting acquisition incentive amount is fair and 
reasonable, Staffs evaluation shall include, but not be limited to, the 
following criteria: 

a. The purchase price must be the result of good faith negotiations 

b. The acquisition must be conducted through an ann's length 
between the two transacting entities. 

transaction, and the t n ~  parties must not be affiliates as defined by 
A.A.C. R14-2-801.1. 

c. Present value of future cash flows. 

I. The Recovery Period For The Acquisition Adjustment 
Should Be For A Specific Minimum Time. 

6/22/20 15 



Staff \till evaluate the acquisition adjustment recovery period to be 
fair and reasonable to both the acquirer, and the customers of the 
small water utility. The specific recovery period shall be set on a case- 
by-case basis and shall be consistent with the period over which 
customers are expected to benefit, as well as mitigate the impact of 
cost recovery on rates. 

- If a rate of return premium is sought by the acquiring company, Staff 
will determine the premium percentage and recovery period on a 
case-by-case basis. Recoveq? *ia the rate of return premium will be 
calculated to recoup onlythe excess of the purchase price over the 
book value of the plant in service. 

I. The Acquisition Is In The Public Interest 

Staff i d 1  investigate the acquirer's compliance history with the ADEQ and 
the ADWR to determine if it is a fit and proper entity to acquire a small 
water utility. Acquisition incentives will not be granted to entities that are 
currently in violation of rules set forth by ADEQ and/or ADWR 

The acquisition of a small water utility would comply with the standard of 
public interest if the above detailed five conditions are met, and no ADEQ 
and/or ADWR rule violations are pending. Additionally, the following 
circumstances may further demonstrate how an acquisition could be in the 
public interest: 

The small water utility is insolvent, defined as "unable or having 
ceased to pay debts as  they fall due in the usual course of business". 

The small water utility will have increased opportunities to obtain 
short-term financing as a result of the acquisition. This will enable the 
company to make improvements to, and correct deficiencies within its 
water system that would enable it to senre water that meets the quality 
standards set forth in the Safe Drinking Water Act. 

Short-term and long-term cost savings can be demonstrated as  a 
result of the acquisition, as  well as efficiencies and economies of scale. 

As a result of the acquisition, delinquent remittance of transaction 
privilege tax and/or property tax by the small water utility to the 
Arizona Department of Revenue will be satisfied. 

PROPOSED PROCEDURE 

Once the two entities enter into a transfer/purchase agreement, they will 
submit a joint application to the Commission pursuant to Arizona 
Administrative Code Section Ri4-2-103. The joint application should 
include the following information: 

a. A Commission approved rate application for water companies with 
annual gross operating revenues of less than $250,000 for the small 
water utility to be acquired as of the most recent fiscal year end, or all 
the information required in such a rate case application along with a 
request for a Commission accounting order delineating how the 
acquisition incentive will be treated. 

b. Financial statements of the acquirer as of the most recent fLscal year 
end. 

c. Disclosure of transaction as either an asset purchase and Certificate of 
Convenience and Necessity transfer, or stock purchase. 
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d. A copy of the purchase agreement/sale document including the 
proposed purchase price. 

e. A detailed explanation and supporting evidence to demonstrate how 
the acquisition meets the six conditions to be eligible for recovery of 
an acquisition adjustment in rates. 

f. Alist and explanation of current known deficiencies of the system to 
be acquired as well as the acquirer's proposed solutions to remedy the 
deficiencies, along with the costs, and timeframe for implementing the 
solutions. 

acquired or adequate information for an RCN study to be performed. 

requested to be eligible for recovery in rates, a proposal for its method 
of recovery, and a calculation of its effect on rates. 

g. Reconstruction Cost New (RCN) for the small water utility to be 

h. A detailed calculation of the proposed acquisition adjustment 

Upon submission of the application, Staff will analyze the documentation to 
determine whether the acquisition meets the six conditions identified in 
Decision No. 62993, by: 

1. halyzing the company's financial information to determine that it is a 
Class D or E water utility. 

2. Assessing the acquiring entity's financial resources to determine if 
sufficient financial resources are available to acquire a small water 
utility without jeopardizing the acquirer's good financial standing. 

customers of the acquired small water utility will receive improved 
senice within a reasonable timeframe. 

4. Evaluating the original cost of the existing plant assets on the acquired 
utility's books, as well as RCN amounts. Staff will then compare those 
two amounts with the.proposed purchase price to determine if the 
purchase price is fair and reasonable; if the purchase price Bas 
negotiated, and if the sale will be conducted, through an arms length 
transaction; and what amount of acquisition adjustment or rate of 
return premium, if any, will be allowed. 

(acquisition adjustment) or a rate of return premium, to be recovered 
over a specific time. 

conditions set forth, as well as other potential benefits identified by 
the acquirer and determine if the acquisition meets the criteria of 
public interest. Staffwill also evaluate whether the acquirer is a "fit 
and proper" entity to purchase a small water utility. 

7. Requesting and analyzing other informationldata that Staff and/or the 
Commission deems necessary for a particular case. 

3. Evaluating the acquirer's proposed actions to assess whether 

5. Classifying the acquisition incentive as either a regulatory asset 

6.  Reviewing the documentation provided in response to the five 
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M E M  R A N D U M  
ECEWED ---# 

DATE: March 19,2012 

RE: STAFF REPORT FOR COMPLIANCE FILING IN THE MATTER OF THE 
APPLICATION OF GLOBAL WATER FOR THE ESTABLISHMENT OF JUST AND 
REASONABLE RATES AND CHARGES FOR UTILITY SERVICE DESIGNED TO 
REALIZE A REASONABLE RATE OF RETURN ON THE FAIR VALUE OF ITS 
PROPERTY THROUGHOUT THE STATE OF ARIZONA. DOCKET NOS. SW- 
20445A-09-0077, W-0245 1 A-09-0078, W-0 1732A-09-0079, W-20446A-09-0080, W- 
02450A-09-008 1 AND W-O1212A-09-0082 

Attached is the Staff Report, pursuant to the compliance filing ordered in the above- 
named docket, resulting from the series of workshops held in Docket No. W-OOOOOC-06-0149, 
Generic Evaluation of the Regulator Impacts from the Use of Non-Traditional Financing 
Arrangements by Water Utilities and Their Affiliates. 

Staff recommends: 

1. Consideration of authorizing utilities to record and defer depreciation and a cost 
of money using an Allowance For Funds Used During Construction ("AFUDC") 
rate on qualified plant replacements' for up to 24 months3 after the in-service date 
to mitigate the effects of regulatory lag. 

2. Consideration of allowing acquisition premiums and/or a premium on the rate of 
return on a case by case basis and subject to certain conditions, in those cases 
where the impacts may be offset to some extent by the effects of operational 
improvements. If granted, acquisition premiums would be subject to review and 
re-justification in future proceedings. 

3. Consideration of establishing a mechanism to recognize the effect of delays in the 
processing of rate cases when applicant is not culpable for those delays. 

' Staff will prepare separate reports to address distribution system improvement charge ("DSIC") and the treatment 
of income taxation for S corporations and limited liability companies. 
* At a minimum qualified plant would need to be found used and useful during the 24-month period. 

period. 
Terminates before 24 months if rates become effective that include the qualified plant in rate base in the 24-month 3 



4. That monies received pursuant to Infrastructure Coordination and Financing 
Agreements (“ICFAs”) continue to be treated as Contributions in Aid of 
Construction (“CIAC”). This recommendation may be modified as a result of the 
pending review of Global’s ICFAs by an independent Certified Public Accountant 
firm. 

SMO : GWB : kdh 

Originator: Gerald W. Becker 
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Introduction 

On February 20, 2009, Global Water - Palo Verde Utilities Company ; Valencia Water 
Company - Greater Buckeye Division ; Willow Valley Water Company, Inc.; Global Water - 
Santa Cruz Water Company; Water Utility of Greater Tonopah, Inc.; and Valencia Water 
Company - Town Division, (collectively “Global” or “Company”) filed with the Arizona 
Corporation Commission (“Commission”) applications in the above-captioned dockets seeking 
increases in their respective permanent base rates and other associated charges. Decision No. 
71878 arose from that proceeding in Docket Nos. SW-20445A-09-0077 et al. 

In Decision No. 71878, the Commission approved Staff’s recommendation that 
approximately $60.1 million of monies received under Infrastructure Coordination and Financing 
Agreements (“ICFAs”) be imputed as Contributions in Aid of Construction (“CIAC”). Decision 
No. 71878 further ordered that a generic investigation be commenced which looks at how best to 
achieve the Commission’s objectives with regard to encouraging the acquisition of troubled 
water companies and the development of regional infrastructure where appropriate. The 
workshop was to address whether ICFAs, or other mechanisms, if properly segregated and 
accounted for, could be utilized to finance the actual acquisition of troubled water companies, 
and a portion of the carrying costs associated with the unused water and wastewater facilities or 
infrastructure determined to meet the Commission’s objectives in this regard. 

To comply with Decision No. 71878, Staff held a series of workshops. The workshop 
dates and subject matters are shown below: 

November 1 , 201 0 - Introduction and timelines. 

January 14,201 1 - Distribution System Improvement Charges (“DSICs”) 

February 25,201 1 - Acquisition Adjustments and Rate of Return Premiums. 

March 25,201 1- Imputed Income Tax for S Corporations and certain LLCs 

June 16,201 1 - Generalized Cost of Equity. See also Docket No. 08-0149, 

June 24,201 1 - ICFAs 

November 4,201 1 - Cost of Equity, ICFAs, and Conclude Workshops 

Purpose of the Workshops 

The purpose of the workshops was to comply with the requirements of Decision No. 
71 878’ as shown on Attachment A. 

Decision No 71878, 89 at 9-20. 
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Staff Analvsis 

Staff attended the workshops and has reviewed the filings of the various participants. In 
this filing Staffs comments are limited to its recommendations on: 

1. Post-in-Service Allowance for Funds Used During Construction (“AFUDC”) and 
Deferred Depreciation 

2. Acquisition premiums andor rate of return premiums. 
3. A possible mechanism to capture the effects of untimely delays in the processing of a rate 

case. 
4. Continued treatment of ICFAs per Decision No. 71 878 pending results of an independent 

audit. 

Post-in-Service AFUDC and Deferred Depreciation 

At one of the workshops, participants expressed concern regarding the inability to earn an 
awarded Rate of Return (“ROR”) due to the carrying costs incurred between the time when 
Construction Work in Progress (“CWIP”) is transferred to Utility Plant in Service (“UPIS”) and 
considered for recognition in rate bases. This occurs because the recording of AFUDC ceases 
when CWIP is transferred to UPIS. 

Under present treatment, utilities record projects in the CWIP accounts and are allowed to 
record AFUDC on those balances using a rate that equals the utility’s cost of capital. Upon 
transferring the cost of the completed project from C W  to UPIS, the recording of AFUDC 
ceases and the utility begins depreciating the asset. During the interim period between the 
transfer from CWIP to UPIS and the date when the asset may be recognized in rate base, the 
utility bears the carrying costs of the asset which are unavoidable and unrecoverable under the 
present regulatory process. Once a project is completed, it is transferred to UPIS. 

Staff recommends that some consideration be given to mitigating the effects of carrying 
costs of net plant additions between rate proceedings. Under optimal conditions, a utility would 
transfer plant to UPIS concurrently with filing a rate case which would require up to 12 months 
to process. In addition, Staff prefers 12 months of data after a Company has received new rates 
before it can file another rate case. Realistically, the utility will bear the carrying costs of the 
incremental net plant additions during the interim period which is at least 24 months. While the 
utility is technically not entitled to earn on that incremental plant absent a fair value 
determination, Staff recommends that some consideration be given to mitigate effects of 
associated carrying costs which could be significant. Staff recommends the deferral of post-in- 
service AFUDC for a period of up to 24 months to mitigate the effect of regulatory lag. 

Staff also recognizes that a utility records depreciation expense from the date that the 
asset is placed into service. If this occurs during or prior to the end of the test year in a rate 
proceeding, the utility incurs depreciation expense but has no opportunity to recover it. Similar 
to the reason associated with regulatory lag discussed more hlly above regarding post-in-service 
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AFUDC, Staff further recommends that depreciation expense be deferred for a period of up to 24 
months to mitigate the effects of regulatory lag. (The precise entries to effect this would need to 
be determined.) 

The deferral of AFUDC and depreciation would allow a Company to request recovery of 
both amounts, which it would not normally be allowed to do absent an approved deferral. 

Acauisition Premiums 

Some participants cite two instances when Staff recommended and the Commission 
approved an acquisition premium. In researching this issue, there are two cases to consider 
which may serve to clarifl the record. 

1. Paradise Valley Water Company (“PVWc”)/Mummy Mountain Water Company 
(“Mummy Mountain”) - In this proceeding, Docket Nos. W-O1342A-98-0678 and W- 
01303A-98-0678, Decision No. 61307, the owners of Mummy Mountain sold their 
system for approximately $150,000 which included a $40,000 payment to the sellers, 
approximately $47,000 forgiveness of debt for the utility service owed by the seller to the 
buyer (PVWC), $32,000 of property taxes owed by the seller but to be paid by the buyer, 
and administrative costs of $20,000 associated with the sale. Unfortunately, the record is 
silent regarding the net book value of the assets transferred to PVWC, and Mummy 
Mountain’s most recent rate case, Docket No. W-01342A-91-0224, Decision No. 57877, 
is too stale to provide reliable information regarding an appropriate valuation of the 
business. Staff is therefore unable to ascertain the existence, or lack thereof, of an 
acquisition premium associated with this transaction. 

2. The sale of the “McClain systems” to Northern and Southern Sunrise Water Companies - 
Staff reviewed the record underlying Decision Nos. 68412 and 68826. Dated January 23, 
2006, Decision No. 68412 was a rate case which approved a negative goodwill of 
$52,141 for substandard operating conditions of the McClain systems. Dated June 29, 
2006, Decision No. 68826 approved the transfer of the “McClain systems” to Northern 
and Southern Sunrise Water Companies and approved acquisition costs of $300,000, 
including $100,000 for reorganization, bankruptcy and other costs, $100,000 for 
Commission related activities, and $100,000 for transition costs such as support for an 
interim operator, capitalized labor costs, etc.2 Thus, Staff could not find any evidence of 
the Commission granting recovery of a true acquisition premium, although Staff also 
notes that it is aware of few requests by utilities to recover an acquisition premium. 

While a policy of granting acquisition premiums has the theoretical potential to 
encourage healthy utilities to acquire non-viable utilities, it also has the undesirable effect of 
providing owners an incentive to underperform and become non-viable by design to place their 
utilities in a position to become a lucrative acquisition target. Thus, establishing a general policy 

Decision No 68826, Findings of Fact, paragraph 47. 
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to grant acquisition premiums can have undesirable as well as desirable attributes. Accordingly, 
acquisition premiums are better considered on a case-by-case basis. 

Staff concludes that the granting of acquisition premiums should be withheld at the time 
the proposed sale/transfer is being considered and that authority should be granted to allow 
potential recovery upon the acquiring utility meeting specified conditions such as 1) 
demonstrating clear, quantifiable and substantial benefits realized by ratepayers that are unlikely 
to have been realized had the transaction not occurred; 2) balancing the value of the realized 
benefits against the rate impact; and 3) granting any recovery of an acquisition premium over an 
extended time and requiring continued recovery to be re-justified in subsequent rate proceedings 
to encourage continuous delivery of improved, quality service. 

Rate of Return Premiums 

Rate of return premiums may be an alternative to acquisition premiums for encouraging 
healthy utilities to acquire non-viable utilities. However, unlike acquisition adjustments, it does 
not present the potential to encourage dysfbnctional behavior by operators to intentionally under- 
perform, and accordingly, it is generally a preferred mechanism. Rate of return premiums also 
have a benefit of inherently including a provision for revisiting the appropriateness of its 
continuation in each rate case. Staff concludes that the granting of rate of return premiums can 
be an appropriate mechanism for encouraging the acquisition of non-viable water companies 
under certain conditions. Similar to the granting of an acquisition premium as discussed above, 
granting of rate of return premiums should be predicated on the attainment of demonstrable, 
quantifiable and realized benefits to ratepayers that would not have occurred had the transaction 
not occurred. Rate of return premiums might be predicated on the attainment of certain 
operational goals and/or implementation of certain best management practices and/or other 
metrics. 

Untimelv D e b s  

The Arizona Administrative Code prescribes certain times for the processing of rate 
cases. The time lines vary from 360 days3 for Class A and B utilities to 120 days for Class E 
utilities. In some instances, a case may experience delays for which an applicant is not culpable 
due to its actions or inactions. To the extent that a proposed rate increase is delayed, the 
applicant experiences a permanent loss of the incremental revenues that are ultimately approved. 
To mitigate the effect of foregone revenues under the aforementioned circumstances, Staff 
recommends the establishment of a deferral mechanism on a case by case basis to capture the 
estimated effect of untimely delays in the processing of rate applications. Such a mechanism 
would be subject to additional analysis in subsequent rate proceedings. 

Time lines are from the “Sufficiency Date” when Staff determines that an application has met (initial) filing 
requirements. 
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Continued Treatment of ICFAs Consistent with Decision No 71878 

At the time of this report, an audit of the ICFA monies received by Global and its parent 
under ICFAs through December 31, 2008, is underway. Staff will file a supplemental report 
upon receipt and review of the report from the independent audit firm. 

Conclusions and Recommendations 

StafTrecommends: 

1. 

2. 

3. 

4. 

Consideration of authorizing utilities to record and defer depreciation and a cost of 
money using an Allowance For Funds Used During Construction (“AFUDC”) rate on 
qualified plant replacements4 for up to 24 months’ after the in-service date to mitigate the 
effects of regulatory lag. 

Consideration of allowing acquisition premiums and/or a premium on the rate of return 
on a case by case basis and subject to certain conditions, in those cases where the impacts 
may be offset to some extent by the effects of operational improvements. If granted, 
acquisitions premium would be subject to review and re-justification in future 
proceedings. 

Consideration of establishing a mechanism to recognize the effect of delays in the 
processing of rate cases when applicant is not culpable for those delays. 

That monies received pursuant to Infrastructure Coordination and Financing Agreements 
(“ICFAs”) continue to be treated as Contributions in Aid of Construction (“CIAC”). This 
recommendation may be modified as a result of the pending review of Global’s ICFAs by 
an independent Certified Public Accountant firm. 

At a minimum qualified plant would need to be found use and useful during the 24-month period. ’ Terminates before 24 months if rates become effective that include the qualified plant in rate base in the 24-month 
period. 



Decision No. 71 878: 

IT IS FURTHER ORDERED that a generic investigation shall be commenced which looks at 
how best to achieve the Commission’s objectives with regard to encouraging the acquisition of 
troubled water companies and the development of regional infrastructure where appropriate. As 
part of this proceeding, the workshop shall address whether ICFAs, or other mechanisms, if 
properly segregated and accounted for, could be utilized to finance the actual acquisition of 
troubled water companies, and a portion of the carrying costs associated with the unused water 
and wastewater facilities or in$-astructure determined to meet the Commission ,s objectives in 
this regard Therefore, we will require Staffto notice and facilitate, and Global to participate in 
stakeholder workshops designed to address these issues, and make recommendations to the 
Commission on the issues discussed in the workshops, including whether it is appropriate to 
adopt the recommendations in the next Global Utility rate case, as well as other future rate 
cases. The workshops shall be noticed and held in the existing Generic Docket. 

IT IS FURTHER ORDERED that Staff shall, within 30 days, provide notice to the parties to the 
Generic Docket, and to other stakeholders, of new workshops in Docket No. W-OOOOOC-06-0149, 
for stakeholder workshops designed to address the issues set forth in Findings of Fact No. 84. 
Following the conclusion of the workshops, Staff shall, within 90 days, make recommendations 
to the Commission on the issues discussed in the workshops, including whether it is appropriate 
to adopt the recommendations in the next Global Utility rate case, as well as other future water 
cases. 

IT IS FURTHER ORDERED that if the Commission workshop results in future treatment of 
ICFAs that is different than the result in this case, the Applicants may request review of the 
ICFAs subject to this Order in a future rate case for setting prospective rates consistent with the 
recommendations adoptedfiom the future workshop process. 

. 
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Tolleson to get $4.3M settlement in water treatment plant dispute 

Tweet 

Submitted by Emily Toepfer on Fri, 06/12/2015 - 12:OOam 

The Tolleson City Council on Tuesday approved a $4.3 million settlement with one of i t s  Wastewater 
Treatment Plant users following a yearlong dispute over upgrades. 

EPCOR, a private utility company that provides water and wastewater services to Sun City customers, 
has two weeks to pay Tolleson under the agreement. 

Tolleson’s plant, 9501 W. Pima Road in Phoenix, has been in operation since 1968 and has the capacity 
to treat 8.1 million gallons of water per day. 

The city has the potential to treat up to 2.1 million gallons per day, while EPCOR contracts for 5.2 million 
gallons and a third user, JBS Packerland-Tolleson, contracts for 800,000 gallons. 

EPCOR has had a service agreement with Tolleson for wastewater treatment since June 1985, which 
states the company pays i t s  share of operations and maintenance of equipment and facilities. 

Tolleson started planning upgrades to the plant in 2010 in order to treat high levels of ammonia under 
the terms of i ts Arizona Pollutant Discharge Elimination System Permit, but EPCOR later refused to pay 
i ts 63 percent share of the cost, according to the claim. 

The dispute centered on each party’s interpretation of provisions in the agreement that pertained to 
identifying capital projects and determining EPCOR’s share of costs, the claim states. 

Tolleson filed a complaint against EPCOR in July 2014, and the company counterclaimed five months 
later. 

In an effort to resolve the matter, the parties negotiated a fourth amendment to their service 
agreement, which better defined the rights and responsibilities of the parties, said Rick Hood, an 
attorney with Gust Rosenfeld, which represents Tolleson. 

It also detailed the procedures by which studies are made and how future capital projects and engineers 
will be selected. In the end, Tolleson will have the final say, although a dispute resolution process was 
also established in the agreement. 

“If there’s a problem with a study or project, it will become known earlier, and through the dispute 
resolution process, it will be taken care of one way or the other before we get to the point where the 
city has put it out for bid, selected their engineer and began to incur costs,” Hood said. 

The total project cost through April was $7.1 million. At  the request of JBS, it also included adding 
capacity for another 130,000 gallons per day. 



EPCOR agreed to pay i ts  share a t  the same percent on any remaining balance for the ammonia project 
not yet billed. 

Currently, the company uses only 3.2 million gallons per day of i ts 5.2-million-gallon contracted capacity, 
and the new agreement states it can reduce its capacity by up to 1.5 million gallons per day. 

In that case, Tolleson would likely lower the plant’s total capacity to 6.6 million gallons per day to reduce 
the size of future capital projects, the agreement states. 

With the settlement approved, the lawsuit will be dismissed with prejudice and each party will pay its 
own legal fees. 

“Going forward, it will strengthen our relationship with one of our partners, and we look forward to 
continuing to grow together,” Tolleson City Manager Reyes Medrano Jr. said. 

Previous plant dispute 

It wasn’t the first time the city sued a partner over the plant. Tolleson filed a $26 million claim in 2007 
when Peoria discontinued use of the wastewater treatment plant and refused to pay i ts share of 
re novations. 

At  the time, $42 million in upgrades were planned to bring the plant up to code standards. When Peoria 
decided not to participate, it cost $25,000 to have new designs done, city officials said a t  the time. 

An agreement was reached in April 2009 that required Peoria to pay Tolleson $8.5 million - $1.1 million 
in unpaid fees and $7.4 million for the remainder of the litigation in three installments. 

Upgrades included anaerobic digesters, solids thickening and solids dewatering systems, the digester gas 
system and boilers, ancillary solids equipment and piping. 

Tolleson finished the renovations in March 2011, and they should last another 20 years, officials said. 

Follow @EmilyToepfer 

Follow Owestvalleyview 



Phoenix 
claims 

water company overcharged city $2.7M, audit 

Bettv Reid, The Republic I arcentral.com I 1  27 u I I I  ,IfSTAug.rN 22, 2014 

A city audit claims a north Phoenix private water and wastewater provider overcharged the city $2.7 million over 

five years and also passed on an unnecessary tax to the city. 

Officials with EPCOR Water, which sells water to Phoenix to serve Anthem Phoenix West, dispute some of the 

audit's findings and are working with the city to settle others. 

Phoenix directly provides water to the majority of its residents. However, in this case, Phoenix buys water from 

[Photo: Getfy Images) EPCOR, which allows the city to use its pipes to serve residents. 

Councilwoman Thelda Williams called the Phoenix audit results serious. She said Phoenix needs to double 

check any cost imposed by EPCOR,which also has caught flak recently from other areas of the Valley for its rates. 

"I think the city needs to receive reimbursement, and we will monitor the situation closely," Williams said. 

AZCENTRAL 

Water  ratesvarv in Phoenix met ro  a rea  

/htt~://~~~.azcentral.com/sto~/news/local/surprise/20 14/01/16/water-rates-van/- 
phoenix-metro-areal775 17354 

The audit, released in June, examined services delivered from 2008 to 2013 to Anthem Phoenix West, west of the Interstate 17 and Anthem Way 

The Phoenix audit said the city bought about 1.9 millions of gallons of water over five years.The city paid EPCOR about $6 million for the water and 

wastewater services. 

The audit included several findings: 

The city auditors believe it overpaid for water lost through leaks and breaks. It's EPCORs responsibility to fix those leaks, officials said. 

However, Phoenix should have monitored the water loss, according to the audit. 
EPCOR taxed Phoenix for water resold to the residents. However, the city is exempt from the tax. 

EPCOR also raised fees -an increase auditors believe EPCOR failed to justify. This amounts to about $2.7 million. 

EPCOR officials said they are working with the city to resolve some of the issues. 

The city has accepted an adjustment of $5,387 for water-loss charges, city officials said. 

The company is waiting for a refund from the Arizona Department of Revenue, which collected the tax from EPCOR, said Jeff Stuck, EPCOR Water 
director of operation. City officials said EPCOR agreed to seek the refund and repay $1,214. 

As for the rate increase, Stuck said the Arizona Corporation Commission approved it, so EPCOR had the right to charge the city. He said Phoenix should 

work with the commission to address the rate increase. 

AZCENTRAL 

Sun Ciw, Sun City West could see increased wastewater rates 

~httD:l/www.azcentral.comlsto~/news/local/surprisel20 14/08/12/sun-c1tv-sun-city- 
west-wastewater-rates/ 1 3 953 03 3 4  

City officials had not raised water rates for two consecutive years. 

http://arcentral.com


However, the latest budget called for a new tax, which will cost an average homeowner an extra $1 5 0  per month. Phoenix would base the tax on meter 

size, not water usage. 

EPCOR provides water and sewer services to other parts of the Valley. 

It has been under fire recently after Sun Citv West Vallev customers complained about its water and wastewater rates 

~/storv/news/locaI/sur~rise/2014/08/12/sun-citv-sun-citv-west-wastewater-rates/l3953033/~. Earlier this year, the Arizona Corporation Commission, which 

regulates utilities in the state, received complaint letters as well as petitions with thousands of signatures from homeowners requesting a review of rates. 

Read or Share this story: http://azc.ccNLymbJ 

http://azc.ccNLymbJ
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4-9 DETERMINING UTILITY RATE BASE § 4.04[1] 

basis that they were not considered used or useful in pro- 
viding utility service. However, it may be argued that no 
relief results in an unfair burden to the utility in those situa- 
tions where project decisions were initially based on good 
judgment to supply ratepayers with adequate service. Where 
prudence is demonstrated on the part of the utility, commis- 
sions often allow a deferral of the loss associated with the 
cancellation and an amortization to cost of service over some 
extended future period. (For further discussion, see 
§ 4.04[ 1 1][d], below.) 

The various rate base components are discussed in detail in the 
following sections. Because of the complexity and controversy 
surrounding the working capital component, especially cash work- 
ing capital, Chapter 5 is devoted to that discussion. 

§ 4.04 Items Included in Rate Base 

[l] Plant in Service 

Plant in service is the most important component of a utility's 
rate base. This item commonly represents between 95 and 99 
percent of the total rate base amount, after a deduction for related 
accumulated depreciation and amortization. The significance of plant 
in service is easily understood in light of the tremendous amount 
of capital invested in the construction of utility facilities. Major 
expenditures are required for land acquired for construction sites, 
construction material and supplies, operation of construction- 
related equipment, and construction-related labor activities. In addi- 
tion, overhead allocations are required for those general expenses 
incurred which are, at least in part, due to utility construction 
(administrative payroll, engineering design, employee pension ex- 
pense, sales tax, etc.). Furthermore, financing costs are generally 
capitalized as a component of plant cost during the construction 
period. In the case of electric power generation from nuclear fuels, 
the extensive costs of procurement, refinement, enrichment, and 
fabrication of the fuel are also capitalized as a separate component 
of the utility plant. Despite being the largest component of the rate 
base, utility plant is generally one of the less controversial areas in 
a rate proceeding. However, the prudency of expenditures or the 
usefulness of plant if large amounts of excess capacity exist is 
(Matthew Bender & Co.. Inc.) (Rcl.10-11/93 Pub.016) 
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sometimes challenged. The amount expended during construction 
also may be challenged. 

[2] Acquisition Adjustments 

The general rule related to the acquisition of utility plant previ- 
ously used in the utility function is that the rate base component 
for the plant includes only the original cost of the property to the 
first owner devoting the property to public service. Therefore, if a 
utility acquires major fixed assets (Le., an operating unit or system) 
from another utility by purchase, merger, consolidation, liquidation, 
or otherwise at a price in excess of the seller’s original cost (net of 
accumulated depreciation), the addition to the acquiring utility’s 
rate base reflecting the acquired assets may be limited to the unde- 
preciated original purchase price. The excess amount paid is referred 
to as an acquisition adjustment and is placed in a separate account 
to be treated for ratemaking purposes as so authorized by the 
jurisdictional regulatory commission. For example, electric utilities 
subject to the jurisdiction of the Federal Energy Regulatory Com- 
mission (FERC) must place acquisition adjustment balances in 
Account 1 14-“Electric Plant Acquisition Adjustments.” Instruc- 
tions to the FERC’s Uniform System of Accounts call for amortiza- 
tion of the adjustments to Account 406, “Amortization of Electric 
Plant Acquisition Adjustments,” with amounts includible in operat- 
ing expenses, pursuant to approval or order of the Commission. If 
the Commission has not approved the use of Account 406, the 
amortization is to be recorded in Account 425, 4cMiscellaneous Amort- 
ization’’ (below-the-line), over a period not longer than the estimated 
remaining life of the related properties (or 15 years in the case 
of land-related adjustments). See Chapter 11 for a detailed discus- 
sion of the Uniform Systems of Accounts. 

The necessity of this separate accounting treatment is largely a 
consequence of certain abuses in the utility industry during the 
acquisition and merger period of the 1920s and 1930s. (See Chapter 
2 for a detailed discussion.) Through the process of acquiring utility 
assets or entire utility companies at prices in excess of depreciated 
cost, purchasing utilities were able to write up their basis in plant 
assets. If these purchase prices were in excess of the “value” of 
the property, the utility was able to inflate its rate base artificially. 
This situation often occurred if the purchase was from an fliliated 
(Matthew Bender & Co., lnc.) (Re1.10-11/93 Pub.016) 
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company under the ownership of a common utility holding com- 
pany. By effectively trading properties, commonly owned utilities 
were able to inflate their rate bases through transactions that lacked 
any economic substance. 

The outgrowth of this situation was a general consensus among 
regulators that utility customers should not pay on an amount in 
excess of the cost when property was originally devoted to pub- 
lic service, since any excess represented only a change in ownership 
without any increase in the service function to utility ratepayers. 
By accounting for acquisition adjustments separately from plant in 
service, these excess costs could be better controlled by regulatory 
authorities as to their ultimate disposition. 

Two basic questions surround the ratemaking treatment of the 
various amounts included in the acquisition adjustments account: 

(1) should any of the amounts be accorded rate base treatment; 
and 

(2) should the amortization of any of these balances be consid- 
ered in cost of service? 

Rate base and cost of service treatment are often inconsistent when 
commissions deal with the acquisition adjustments issue. 

Acquisition adjustments are sometimes excluded from the rate 
base and amortized below-the-line under the premise that these 
excess costs provide no additional benefit to ratepayers and that to 
allow these investment dollars to earn a return or to allow recovery 
through cost of service treatment may unjustly penalize consumers. 
Rate base treatment andlor cost of service treatment, however, has 
been allowed by various regulatory commissions under a variety of 
circumstances. The reasons most commonly cited for allowing rate 
base and/or cost of service treatment of acquisition adjustments 
are as follows: 

(1) when acquisitions represent an essential or desirable part of 
an integration of facilities program devoted to serving the 
public better; 

(2) when acquisitions are clearly in the public interest, because 
operating efficiencies offset the excess price over net origi- 
nal cost; and 

(3) when acquisitions are determined to involve arm's-length 
bargaining. 

(Matthew Bender B Co., Inc.) (Rel.10-11193 Pub.016) 

'. 
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A substantial number of cases exist where rate base and/or cost 
of service treatment has been allowed as a result of satisfying one 
or more of the criteria listed above. For example, in 1969, the 
Tennessee Public Service Commission allowed both rate base and 
cost of service treatment for acquisition adjustments of United 
Inter-Mountain Telephone Company, where the acquisitions were 
found to be in the best interest of the public and not for the purpose 
of inflating the rate base.4 In the 1955 case of Arlington County 
v. Virginia Electric Power C O . , ~  the Virginia Supreme Court of 
Appeals ruled that the Virginia State Corporation Commission had 
properly allowed both rate base and cost of service treatment for 
an amount paid at arm’s-length bargaining in excess of original cost 
when first devoted to public use. When the Louisiana Public Service 
Commission allowed Louisiana Power and Light Company rate base 
and cost of service treatment for certain acquisition adjustments, 
the Louisiana Commission relied upon several of the criteria previ- 
ously discussed. To quote from the Louisiana Commission’s 1946 
decision: 

“The owners of a public utility are entitled to eam and receive 
a fair rate of return upon the money prudently invested in 
property used and useful in rendering public service. Money is 
prudently invested, even though it is in excess of the original cost 
of the property purchased, if the excess of purchase price over 
original cost was paid as the result of arm’s-length bargaining 
between nonassociated buyer and seller, if the excess was nec- 
essary for the integration of the property into a larger and more 
efficient system, and if the purchase necessitating the excess did 
or reasonably should have resulted in public benefit by improve- 
ment of service to customers or in lowered rates or both better 
service and lowered rates. This integration cost or excess of 
purchase price over original cost termed in prescribed system 
of accounts as ‘Utility Plant Acquisition Adjustments’ should 
remain a part of the prudent investment during the life of the 
physical property to which it was applied, and its extinguish- 
ment from the investment when and if required by the Commis- 
sion, should be accomplished by amortization through annual 
charges to Operating Revenue Deductions during the life of the 

4 Re United Inter-Mountain Tel Co, 79 PUR3d 499 (Tenn 1969). 
5 8 PUR3d 120 (Va 1955). 

(Matthew Bender & Co.. Inc.) (Rel.lO-l1/93 Rrb.016) 
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property remaining after the date of the purchase which created 
the excess.”6 
While the FERC generally excludes acquisition adjustments from 

rate base treatment, it will permit the inclusion of these balances 
in the rate base for allocation purposes only (that is, allocating 
utility assets between jurisdictional and nonjurisdictional rate base) 
where the related state regulatory commission allows rate base treat- 
ment of the adjustments. 

As a general rule, when acquisition adjustments are allowed in 
the rate base, amortization to cost of service is also allowed, and, 
where a return is not allowed, amortization is required below-the- 
line. Some regulatory commissions, however, have allowed inconsis- 
tent treatment principally as a means of sharing the costs associated 
with acquisition adjustments between investors and ratepayers. For 
example, the North Carolina Utilities Commission allowed Duke 
Power Company to amortize certain acquisition adjustment bal- 
ances to cost of service but disallowed rate base treatment.7 On the 
other side, the Utah Public Service Commission allowed certain 
unamortized acquisition adjustments in the rate base of Utah Power 
and Light Company but required that the amortization flow below- 
the-line to ‘‘miscellaneous amortization.” 8 

Using a different approach, the Kansas State Corporation Com- 
mission allowed Western Resources, Inc. (formerly Kansas Power 
and Light Company) the opportunity to recover an acquisition pre- 
mium (as well as a return on the premium) incurred in connection 
with its acquisition of Kansas Gas and Electric Company in 1992. 
Rather than permitting rate base treatment and amortization in cost 
of service, the Commission allowed Western Resources to retain part 
of the anticipated cost savings to be realized in future years from 
merging the operations of the two companies.9 

On occasion, a utility may purchase used plant at a price lower 
than the net book value in the hands of the selling utility. These 
transactions are generally accounted for by a debit to plant in service 
for the net original cost with a credit to the acquisition adjustment 

6 Re Louisiana Power and Light, 65 PUR (NS) 23 (La 1946). 
7 Re Duke Power Co, 26 PUR4th 241 (NC 1978). 
8 Re Utah Power and Light, 48 PUR3d 153 (Utah 1962). 
9 Re Kansas Power & Light, 127 PUR4th 201 (Kan 1991). 

(Matthew Bender & Co., Inc.) (Rei. 193 hb.016) 
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account for the deficiency. In these cases, a similar question arises 
regarding the handling of the credit acquisition adjustments for 
ratemaking purposes. The regulatory commissions and courts have 
varied in their opinions as to the appropriate treatment of these 
balances and have not necessarily followed the same reasoning as 
followed regarding ratemaking treatment for debit adjustments. In 
general, credit balances are used to reduce the rate base and are also 
amortized above-the-line (as a reduction of operating expenses) with 
what appears to be greater frequency than corresponding treatment 
for debit adjustments. Consistent reasoning regarding the treatment 
of debit and credit adjustments, however, does exist and is exempli- 
fied in a 1973 order of the Vermont Public Service Board in a rate 
proceeding involving Vermont Gas Systems, Incorporated: 

“ ‘Original cost’ relates to the cost incurred by the utility purchas- 
ing the facility, not the original cost of a prior owner. Assuming 
prudent investment, the stockholders should be allowed to earn 
a return on their actual ‘out-of-pocket’ investment; the fact that 
the marketplace may place a higher or lower valuation on the 
property does not affect the amount of the actual price paid by 
petitioner.” 10 (Emphasis added.) 
The basis for disallowing rate base treatment of acquisition 

adjustments is the assumption that the rate base should include only 
the net original cost to the utility first devoting the property to 
public use. In cases where used property is purchased from nonu- 
tility sellers, there is no acquisition adjustment, since the property 
has not previously been utilized in providing utility services. In these 
cases, net original cost is the purchase price paid by the acquiring 
utility. A question that has occasionally been raised concerns the 
purchase of used property from another utility (rate regulated enter- 
prise) not involved in the same utility operation and therefore 
subject to a different scheme of regulation. While this issue has not 
been raised often, it appears that in most cases the general rule 
is interpreted broadly to encompass the first regulated enterprise 
of any type devoting plant to public service. A court case related 
to this matter involved the purchase of electric transmission lines 
by Montana Power Company from Chicago, Milwaukee, St. Paul 
& Pacific Railroad. In this 1979 case, the U.S. Court of Appeals 
ruled that the property had previously been devoted to public 

10 Re Vermont Gas Sys, 100 PUR3d 209 (Vt 1973). 

(Mitthew Bender 8 Co., Inc.) (Rel.10-11/93 Pub.016) 
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use by a regulated enterprise and that only the original cost to.the 
original user should therefore be allowed in rate base.11 

[3] Accumulated Depreciation and Amortization 

Recovery of the dollars invested in plant in service is permit- 
ted over the plant’s estimated useful life by a systematic depreciation 
charge to cost of service, normally on a straight-line basis with an 
equal portion of the original cost investment (net of estimated sal- 
vage less removal costs) recovered in each period over the estimated 
service life of the related fixed assets. The subject of utility deprecia- 
tion accounting is examined in detail in Chapter 6. 

Deduction of the reserves accumulated for annual depreciation 
and amortization charges from a utility’s rate base is an accepted 
principle of rate base development, with the reserve balances 
generally calculated on the same basis as that used for determining 
rate base plant in service (13-month average, year-end, etc.). Theo- 
retically, the accumulated reserves have already been collected from 
utility customers through the cost of service treatment for deprecia- 
tion and the resulting revenue requirements generated. Deducting 
accumulated reserves from the rate base prohibits the utility from 
earning a further return on costs that have been recovered and also 
avoids the confusion of attempting to equate net plant in service 
(unamortized cost investment) with any measure of current “value” 
of the property. It does not matter if net plant in service is not an 
accurate measure of the property’s current value (and it most likely 
is not). Accumulated depreciation in investment cost jurisdictions 
is not designed to force net plant to equal current value but instead 
is simply used to reduce the rate base for that portion of plant 
investment and net salvage already recouped through rates. 

For regulatory jurisdictions following the fair value approach to 
rate base development, determination of the appropriate accumu- 
lated depreciation balance is the subject of considerable contro- 
versy, with the specific techniques employed varying widely among 
the different regulatory commissions. With this approach, accumu- 
lated depreciation is more closely associated with an attempt to 
measure the “current value” of utility plant, with a corresponding 
recognition of the value that has been “used” since the plant was 

11 Montana Power Co v Federal Energy Regulatory Commn, 31 PUR4th 191 
(9th Cir 1979). 
(Matthew Bender & Co.. Inc.) (Rel.11-11/94 Pub.016) 
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placed in service. Examples of the methods employed for determin- 
ing depreciation reserves under the fair value concept include: 

(1) determining the fair value of gross plant and then attempting 
to calculate the necessary depreciation reserve to reflect the 
cumulative loss in value in current dollars; and 

(2) determining the fair value of gross plant and then calculating 
the related depreciation reserve by multiplying gross plant 
by the same percentage as the ratio of original cost accu- 
mulated depreciation to gross original cost plant. 

Concepts for estimating fair value depreciation are discussed in 
more detail in Chapter 6. 

Sometimes, depreciation reserves are determined to be either too 
small or too large, usually as a result of either the experience being 
different than what was expected or the modification of future 
expectations. In those cases where the reserves are found to be too 
small, the reserve difference is commonly the result of two possible 
factors. Earlier estimates of service lives may have been too long 
as a result of changing circumstances, such as current technological 
advances and/or changes in regulatory operating requirements, or 
increases in the current estimates of removal costs when the as- 
sociated plant will be retired. . 

The ratemaking treatment of reserve differences varies from one 
regulatory commission to another, especially in cases where the 
differences are significant. Usually, the difference is recovered or 
credited through the use of “remaining life” depreciation rates, in 
which the total unrecovered investment and net salvage is depreci- 
ated over its estimated remaining life. Occasionally, accumulated 
depreciation is adjusted upward to eliminate the deficiency, and the 
rate base is reduced for the entire accumulated reserve. When the 
accumulated reserve is adjusted, the debit side of the adjustment 
is either amortized to cost of service or eliminated against retained 
earnings. Amortization to cost of service is generally allowed where 
the utility can demonstrate that it was not negligent in failing to 
adjust depreciation rates at an earlier time, since the circumstances 
leading to the deficiency were largely unforeseen. In rare cases, 
commissions have not required rate base reduction for differences 
and still allowed amortization of the debit adjustment to cost of 

(Matthew Bender & Co.. Inc.) (Rd. 1 1-1 1 194 h b . 0  16) 
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EXECUTIVE SUMMARY - SURREBUTTAL 

The Residential Utility Consumer Office (“RUCO”) has reviewed the rebuttal 
testimony of EPCOR Water Arizona Inc. (“EWAZ”) , and Global Water 
Resources Inc. (“Global”). I will address the Companies rebuttal issues 
relating to the acquisition premium. 

RUCO continues to recommend that the Commission deny EWAZ’s 
acquisition premium. 

Mr. Ralph Smith will address issues related to IRS normalization rules, and 
offers the three alternatives to the Commission: 

(1) accept the requirement to establish the Regulatory Liability or alternative 
ratepayer protections as one of the conditions that are being required to 
obtain approval of the change-of-control transaction, or (2) withdraw the 
proposed transaction and re-submit it with a structure that does not involve 
extinguishment of existing utility ADIT, or (3) have the proposed transaction 
rejected since a significant source of ratepayer harm (increased rate base 
cause by the transaction and how it is structured) has not been remedied 
sufficiently for the transaction to be in the public interest. 
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1. 
4. 

1. 

4. 

1. 

4. 

2. 

9. 

Q. 
4. 

I NTROD U CTlO N 
Please state your name for the record. 

My name is Jeffrey M. Michlik. 

Have you previously filed testimony regarding this docket? 

Yes, I have. I filed direct testimony in this docket on January 23, 2015. 

What is the purpose of your surrebuttal testimony? 

My surrebuttal testimony will address the Companies rebuttal positions, 

both Global Water (“Global”) and EPCOR Water Arizona, Inc’s (“EWAZ) 

proposals and comments pertaining to the acquisition premium. In addition, 

the testimony of Mr. Ralph Smith will address what has been done in other 

jurisdictions and what should be done in this case to make the ratepayer 

whole. 

How is your surrebuttal testimony organized? 

My surrebuttal testimony is presented in two sections. Section I provides 

an introduction and Section II addresses rebuttal testimony from the 

Companies witnesses. 

Are there any corrections you would like to make at this time? 

Yes. Previously in direct testimony, 1 stated Global was a Arizona “C” 

Corporation. This is incorrect Global is a “Public Utility Holding Company” 

as defined in A.A.C. R14-2-801.4. 

1 
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I I .  REBUTTAL POSTIONS OF GLOBAL AND EWAZ 

The accumulated deferred income tax (“ADIT”) balance that benefits 

ratepayers goes away under the Companies’ proposal is bad public policy, 

unfair to the ratepayer and not in the public interest 

Q. 

A. 

Have the Companies, both Global and EWAZ in this case rejected both 

Staffs and RUCO attempts to make ratepayers whole in this 

transaction through a regulatory liability account to account for the 

loss of ADIT benefit to ratepayers? 

Yes. 

Ron Fleming on page 16, line 8 of his rebuttal testimony states “Staffs and 

RUCO’s proposed “regulatory liability” for ADIT should be formally rejected. 

It creates a strong disincentive for future consolidation.” 

Paul Walker on page 5, line 5 states “Basically, if this proposal is adopted, 

the Commission will be sending a strong message for both potential buyers 

of water utilities (including troubled water utilities), and sellers of water 

utilities, and that message will be “don’t buy any utilities” or “don’t sell 

your water utility”. That is not the message the Commission should send.” 

Sarah Mahler on page IO, line 18 states “Staff is imputing the value of ADIT 

and reclassifying the ADIT balance as a regulatory liability. If approved this 

action sets in place a policy which will have a negative impact on the 

consolidation of small water systems in the State of Arizona, because it may 

make it more difficult to reach a satisfactory purchase price.” 

2 
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1. 

4. 

3. 

4. 

Q. 

Does the intentional disregard of ratepayers’ interest from the 

Companies surprise you? 

No, not really, the bottom line is the way the accounting transaction is 

structured; ratepayers will lose the benefit of $260,224. If the 

Commissioners’ decision is to make ratepayers whole, from the Companies’ 

perspective it’s clear that it is bad public policy. Furthermore, during the 

course of rate cases, one sided adjusters seem to be the norm that only 

work to the favor of companies and to the detriment of ratepayers, which 

from the Companies perspective seems to always be good public policy. 

Please respond to Mr. Walkers comment on page 3, line 26. “In my 

experience, “pretending” and  “accounting” are not things that  go well 

together. Ratemaking should reflect economic realities, and  the reality 

is that these  taxes  will no  longer be deferred.” 

RUCO finds this comment amusing, in light of Mr. Walkers support of 

Commission’s policy regarding income taxes for pass-through entities. (see 

Attachment A). It’s hard to believe this is an oversite on Mr. Walker‘s part 

- rather RUCO believes that what Mr. Walker really means is that 

“pretending” and “accounting” are not things that go well together when they 

benefit the ratepayer. 

Has the Commission adhered to or  followed the IRS code  and  GAAP 

(which is covered in Accounting Standards Codification (“ASC”) 740 

Income Taxes) in the past? 



1 

3 
L 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

lirect Testimony of Jeffrey M. Michlik 
IPCOR Water Arizona, Inc. and Willow Valley Water Company, Inc. 
locket Nos. W-01732A-15-0131 and W-01303A-15-0131 

4. 

Q. 
4. 

No. In fact, in the case of Limited Liability Corporations (“LLC’s”) and 

Subchapter S corporations (c6SL!b SI’) fhP commission has created its own 

tax methodology for ratemaking purposes, which Mr. Walker agrees with 

since it works to the benefit of the Company and to the detriment of 

rate pa ye rs . 

Please elaborate? 

Under the Commission’s Income Tax Policy (see Attachment B, followed by 

RUCO’s comments) the ratepayers now have to pay the utility owners 

personal tax liability under pass through corporate organization (Chapter S 

and Limited Liability Corporation). The Commission’s tax policy provides for 

what a federal court and others have called a “phantom tax”. It is a 

phantom tax or pretend tax because these utilities do not pay income tax - 

period. Thus, the Commission can, and has, created its own tax policy and 

is not bound by GAAP. 

Furthermore, and equally egregious, the Commission’s policy does not 

require the shareholders to submit their actual income tax statements 

guaranteeing that the amount that is imputed is not the actual tax paid by 

the shareholders -the only thing that is not “pretend” when it comes to the 

Commission’s income tax policy is the unfortunate fact that the Commission 

has this policy. In the real world of public accounting, if you do not supply 

information to the auditor to verify, it would be a scope violation, which 

would result in a qualified opinion by the auditor. 
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Why are we even talking about ADIT, as most small water companies 

in Arizona are independently owned and operated (D&E size 

companies) that don’t have ADIT balances? 

Most small water utility companies that I have worked on in the past do not 

have ADIT balances. However, occasionally you will find small water utilities 

organized as an Arizona C corporation, as in this case. 

Why is that? 

Most small water utilities in Arizona, are usually very small (mom and pop) 

operations. They are in the land or home development business, and 

operating a water system is more of a side thought. Large companies that 

do business in Arizona, such as Global, EPCOR, Liberty Utilities, and 

Arizona Water Company are in the business of providing water services to 

customers in multiple systems or districts across Arizona, and as a result 

have ADIT balances. 

Nillow Vallev is already consolidated to the extent Global’s management 

:eam provides resources and capital to the system 

2. 

4. 

Has Willow Valley Water system already been consolidated? 

Yes, In 2006 when Global purchased the West Maricopa Combine, as 

explained in Mr. Fleming’s rebuttal testimony on page 6, line 16, and Willow 

Valley was one of the systems acquired in that purchase. Therefore, the 

Company, after that point, was receiving shared services from Global. 
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Q. Please, respond to Mr. Walkers comment on page I O ,  line 3 of his 

rebutta! testimmy “I am shockzd that Mr. Michiiii referred to the 

proposed policy favorably. Frankly, the 1999 Water Task Force was a 

disaster as a policy initiative.” 

First, I do not recall referring to the policy favorably. I was just stating the 

facts. Second, I assume Mr. Walker, must be equally as shocked that 

Chairman Susan Bitter Smith, cited the 1999 Water Task Force in her 201 4 

power point presentation “Acquisitions and Consolidations in Arizona’s 

Water and Wastewater Industry” (see Attachment C for a copy of this 

presentation ) . ” 

A. 

Further, the goals as outlined in Chairman Bitter Smith’s presentation 

highlighted the following goals from the 1999 Water Task Force: 

Reduce the number of small, non-viable water systems through new rules 

and procedures. 

Many of Arizona’s water companies are quite small; the majority of them 

have less than $250,000 in annual revenues.. . Because of their small base 

of customers, even quality managers of small companies may find it difficult 

to raise sufficient revenues to make needed capital investments, 

RUCO agrees with these points. However, this is not the case here. Willow 

Valley is not a non-viable water system nor does it find itself having difficulty 

raising capital investments. 
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zommission Decisions and Policy dictate clear, quantifiable and substantial 

3enefits realized by ratepayers that are unlikely to  be realized if the 

ransaction occurs as proposed 

1. 

4. 

2. 

4. 

Mr. Walker’s comments on page 12, line 1, of his rebuttal testimony 

suggests that a benefit as a result of this transaction is “boots on the 

ground?” 

Yes, but he fails to quantify the additional costs associated with this benefit. 

With the absence of a meaningful cost benefit analysis on the additional 

costs associated with the boots on the ground, his benefit is just 

conjecture. 

And hasn’t that been the standard used in the past by the 

Commission? 

Yes. In Decision No. 63584 (dated April 24, ZOOI)’, the Commission on 

page 11 line 22, stated the. following: 

“Arizona-American is cautioned that the Commission will require Arizona- 

American to demonstrafe that clear, quantifiable and Substantial net 

benefits to ratepayers have resulfed from the acquisition of Citizens’ 

systems that would not have been realized had the transaction not occurred 

before the Commission will consider recovery of any acquisition adjustment 

in a future rate proceeding.” 

’ Docket No. W-01032A-00-0192 ET AL. Involving Arizona-American’s purchase of assets from 
Citizens. 
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A. Yes. In Staff data request 1.8. 

EWAZ responded “The benefits are by their nature not quantifiable, and 

therefore no schedules quantifying the benefits are provided.” 

ADIT balances have been considered before regarding the purchase of 

assets and dealt with in an equitable way for ratepayers 

Q. 

A. 

Please respond to Mr. Walker’s comment on page 4, line 22, “What 

Staff and RUCO are proposing is unprecedented -they are proposing 

to take a tax-related liability from one company and assign it to 

another company a s  a condition of acquisition. Do you agree with this 

statement? 

No. In Decision No. 63584, which was a purchase of assets, on page 11, 

line 3 the Decision stated the following: 

“RUCO also expressed concern regarding the impact of the transaction on 

Citizens’ accumulated deferred income taxes (“ADITS”), which totaled 

approximately $5.2 million as of December 31, 1999, and Citizens’ 

investment tax credits (“ITCs”), which totaled approximately 52.2 million as 

of the same date. Under the Agreement, any decision on the treatment of 

ADITS and ITCs will be deferred until Arizona-American seeks new rates in 

a future proceeding.” 
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Was the same standard cited in Decision No. 67093 (dated June 30, 

2004)2? 

Yes, on page 6, line 19, the standard was reaffirmed. 

What about the ADIT issue, was it also cited in this Decision? 

Yes, on line page 7, line I the following was stated: 

“In this proceeding, the Company has not attempted to prove the net 

benefits as required by Decision No. 63584; is not requesting recovery of 

its recorded acquisition adjustment; and states that it has not included an 

acquisition adjustment in its RCND rate base computation (Exh. A-74 at 10- 

11). Staff testified that if in the future Arizona-American requests recognition 

of an acquisition adjustment, the effect of lost accumulated deferred income 

credits of $4.6 million and investment tax credits of $1.9 million must be 

accounted for in the calculation of “net benefits” as required by Decision No. 

63584, because the effect of the elimination if these items in the transfer of 

assets from Arizona-American to Citizens was an increase to rate base 

(Exh. S-47 at 20-21).” 

The Commission stated in this case it was premature to consider this issue 

until an acquisition premium is recognized. However, the facts are 

unchanged at least from Staffs view that the ADIT and ITC credits must be 

accounted for in the calculation of “net benefits” as required by Decision No. 

63584. 

Docket No. WS-01303A-02-0867 ET AL. Involving Arizona-American‘s general rate case. 
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It’s clear the Commission recognized that the two issues are intertwined just 

8s they are cow. 

Including ratepayers interest in a Commission decision is not 

unprecedented. But for the sake of argument, would the fact that there is no 

precedent be justification for a position that is so clearly inequitable to the 

ratepayer in this case? The standard is the “public interest” and precedent 

while a factor is far from the overriding concern where such inequities exist 

- besides, as just explained the precedent works against Mr. Walker’s 

position. 

On page 5, line 26, of Mr. Walker’s rebuttal testimony he starts a 

discussion about ADIT and possible Internal Revenue Service (“IRS”) 

Code violations. Please comment. 

Mr. Ralph Smith will address issues related to IRS normalization rules, and 

offers the three alternatives to the Commission: 

(1) accept the requirement to establish the Regulatory Liability or alternative 

ratepayer protections as one of the conditions that are being required to 

obtain approval of the change-of-control transaction, or (2) withdraw the 

proposed transaction and re-submit it with a structure that does not involve 

extinguishment of existing utility ADIT, or (3) have the proposed transaction 

rejected since a significant source of ratepayer harm (increased rate base 

cause by the transaction and how it is structured) has not been remedied 

sufficiently for the transaction to be in the public interest. 1 would note 

however, that Mr. Walker supports his conclusion with a document from the 
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Public Service Commission of the State of Nebraska with no docket number 

or Decision No. associated with it (see Attachment-Walker-l ). 

Q. 

A. 

Q. 

A. 

RUCO has received data requests from Global on whether the 

Commission policies RUCO cited in its direct testimony were acted 

on, how do you respond (see Attachment D)? 

It is really a question of which came first, the chicken or the egg. Obviously 

the same wording appears in Staffs report (dated March 19,2012), already 

included in Attachment C of my direct testimony reproduced again below: 

“Staff concludes that the granting of acquisition premiums should be 

withheld at the time the proposed saleltransfer is being considered and that 

authority should be granted to allow potential recovery upon the acquiring 

utility meeting specified conditions such as 7) demonstrating clear, 

quantifiable and substantial benefits realized by rafepayers that are 

unlikely to have been realized had the transaction not occurred; 2) 

balancing the value of the realized benefits against the rate impact; and 3) 

granting any recovery of an acquisition premium over an extended time and 

requiring continued recovery to be re-justified in subsequent rate 

proceedings to encourage continuous delivery of improved, quality service.” 

So the language that was included in the 2009 Staff reported was 

already acted upon by the Commission in Decision No. 63584? 

Yes. 
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Q. 

A. 

In addition, please comment on page 3 line 8 of EWAZ’s witness Sarah 

M3hler’s testimony that “RUCO references a memerandurn from the 

Utilities Division dated June 29, 2001, which was not adopted by the 

Commission, which details a proposed policy for Class D and E water 

system acquisitions.” 

This is incorrect, I have included a copy of Decision No. 62993 (see 

Attachment E) the Commission approved - Staffs six conditions as they 

relate to acquisition adjustments. The policy elaborated on how to 

implement the six general conditions, which were approved by the 

Commission Decision. 

Further the Decision also states the acquisition incentive may be granted in 

one of two ways: (I) recovery of an amount paid in excess of the book value 

of the acquired company’s assets (acquisition adjustment), or (2) a rate of 

return premium, but not both. What EWAZ is proposing has not been 

acted on or adopted by the Commission. 

Further, many of the policies discussed in Decision No. 62993, many of 

which were developed by the Water Task force and then went on to become 

Commission Policy - for example, tiered rates. In fact, Global has utilized 

tiered rates in its rate design, and in some instances have five tiered rates 

coupled with incentives. Therefore, I disagree with Mr. Walker‘s statement 

that the Water Task force was a waste of time and Ms. Mahler‘s statement 

that the Commission has not adopted this. 
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Companies’ proposals have nothing to do with the Commission’s policy of 

trying to consolidate small independently operated non-viable water 

s ys te ms 

Q. 

A. 

Q. 

A. 

Q. 

Does this transaction have anything to do with addressing the 

Commission’s policy of trying to consolidate small independently 

operated non-viable water systems, in which there could be benefits 

real ized through consolidation ? 

No. What the Commission will be deciding is whether large size companies 

in Arizona can flip some of their consolidated systems between themselves, 

and ask ratepayers to pay for a name change to the detriment of ratepayers. 

If this current case is successful it will encourage more large size water 

utility companies in Arizona to flip their systems between one another. As 

Mr. Sabo sated in his November 5, 201 5 pleading - “This case concerns the 

transfer of the Willow Valley service area from one well-qualified company 

to another we I I - q u a I if i e d co m pan y . ” 

Mr. Walker on page I O ,  line 17, claims you are biased, how do you 

respond? 

Even though RUCO, still does not support the white paper, 1 have provided 

a copy of the whole white paper (see Attachment F). I am no more biased 

about ratepayers that RUCO represents than he is about his clients position. 

Please comment on Mr. Walker’s statement that RUCO backed out of 

the white paper, on page 10, line 13 of his rebuttal testimony. 
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4. Yes, that is correct, for the reasons that are really not relevant here since 

this case has nothing to do with the Commissions p ~ ! i ~ y  of the con.so!idatlm 

of small independently non-viable water companies. 

4 0  traditional Net Present Value (“NPV”) calculation was completed to iustify 

he transaction 

You stated on page 10 of your direct testimony that you were waiting 

on a response from the Company on whether they had conducted a 

NPV analysis or not, have you received additional information? 

Yes, in RUCO 5.01 (see attachment G), the Company stated: 

“The agreed purchase price was the result of arms-length negotiations and 

not a result of a financial model. Moreover, EWAZ’s NPV analysis has no 

relevance on whether or not the proposed acquisition is in the public interest 

as EWAZ has committed to abide by the rates established by the 

Commission in Willow Valley’s most recent rate case. EWAZ further objects 

to DR RUCO 5.01(a) to the extent that the information requested is highly 

confidential business information or trade secrets. Disclosure of the 

information requested by RUCO, even pursuant to a protective agreement, 

would adversely impact EWAZ’s future operations and the Commission’s 

stated policy of encouraging the consolidation of private utilities.” 

Based on the answer, it’s more likely than not that a NPV analysis was not 

prepared, or at least the way it is traditionally completed to support an 

acquisition. No traditional NPV was prepared to justify the transaction that 

RUCO has seen or that was submitted as part of the application. 
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RUCO further disagrees  with the  Company that a n  NPV anlysis is not in the  

public interest. 

qecognizing an ADIT balance between one well-qualified company to 

mother well-qualified company will encourage the buver to negotiate a 

Detter deal for ratepayers 

3. 

4. 

If the selling Company knows that the Commission will recognize 

ratepayer benefits in a sale of assets  transaction, will this put the 

prospective buyer in a better position? 

Yes.  If ratepayer benefits a r e  considered in the  sales transaction this will 

lower the  purchase price, and  provide the purchaser/buyer with a n  incentive 

to consolidate non-viable water systems. Furthermore, acquisition 

premiums, if not crafted correctly such as the  case here,  will provide a 

further lack of incentive by the  seller and  buyer to negotiate the best  deal  

for ratepayers.  

Prudency issues 

Q. 

4. 

Q. 
A. 

Q. 

Has RUCO already addressed its prudency issues in its direct 

test i m on y ? 

Yes. 

Do you have any t l l i ng  else to add 

Yes.  

Has t he  Commission addressed the prudency issue with EWAZ before 

in a recent filing? 
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4. 

Q. 

A. 

Yes. In Decision No. 741 74 (dated October 25, 201 3)3, the Commission on 

r-3- n m p  4 line 17, stated the fellwing: 

“Staff is recommending approval of the joint Application for the transfer of 

NMVC’s assets and Certificate to EPCOR, but is recommending the denial 

of the request that NMVC’s rate base as of December 31, 2012, be 

determined to be $2,137,020, and that any determination for the recovery 

of an additional 10 percent of rate base payment or any other payment is 

premature and is better determined in the context of a general rate case.” 

“We agree with Staff that it would be inappropriate to make a rate base 

determination in this proceeding.” 

Is th is  EWAZ’s a t tempt  to get a round the  prudency i s s u e  sur rounding  

the rate base determination, by claiming that t he  Company is not 

requesting tha t  t h e  acquisition premium be included in rate b a s e  (see 

testimony of Company wi tness  S a r a h  Mahler, page  6 line 8)? 

That is debatable. What is not, is that this is the first time RUCO is aware of 

an acquisition adjustment not being included in rate base. The fact remains 

the same, the Company is asking for a predetermination by the Commission 

to build plant outside a rate case, and recover it through a surcharge before 

the issue can be vetted in a rate case. 

Docket Nos. W-02259A-13-0138 and W-01303A-13-0138. Involving the sale of assets and transfer of a 
Certificate of Convenience and Necessity to EPCOR from North Mohave Valley Corporation. 
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Again as mentioned in my Direct Testimony, this creates a dangerous 

precedent of the Commission making prudency determinations outside of a 

rate case. 

Q. 

A. 

Please recap your surrebuttal findings: 

RUCO’s findings are as follows: 

a. The ADIT balance that benefits ratepayers goes away under the 

Companies’ proposal is bad public policy, unfair to the ratepayer and 

not in the public interest. 

b. Willow Valley is already consolidated to the extent Global’s 

management team provides resources and capital to the system 

c. Commission Decisions and Policy dictate clear, quantifiable and 

substantial benefits realized by ratepayers that are unlikely to be 

realized if the transaction occurs as proposed 

d. ADIT balances have been considered by the Commission before 

regarding the purchase of assets and dealt with in an equitable way 

for ratepayers 

e. Companies’ proposals have nothing to do with the Commissions 

policy of trying to consolidate small independently operated non- 

viable water systems 

f. No traditional Net Present Value (“NPV”) calculation was completed 

to justify the transaction. 

g. Recognizing an ADIT balance between one well-qualified company to 

another well-qualified company will encourage the buyer to negotiate 

a better deal for ratepayers 

h. Prudency Issues 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Based on these findings what is RUCO’s recommendation? 

RUCO CCIE~~KES to r e c ~ i ~ m e i ~ d  that the  Comniission deny E V d M ’ s  

acquisition premium. 

Does your silence on any of the issues, matters or findings addressed 

in the testimony of any of the witnesses for the Company constitute 

your acceptance of their positions on such issues, matters or 

find i ng s? 

No. RUCO limited its discussion to the specific issues outlined above. 

RUCO’s lack of response to any issue in this proceeding should not be 

construed as agreement with the Company’s position in its rebuttal 

testimony; rather, where there is no response, RUCO relies on its original 

direct testimony. 

Does this conclude your rebuttal testimony? 

Yes. 
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APS isn't 1st utility to delve into elections 
Ryan Rindirzo, The Republic I azcentral.com 11 I3 a rn MSTJune 3fl. 2014 

Candidates running for the Arizona Corporation Commission have been debating whether it is appropriate for 

Arizona Public Service Co., a company regulated by the commission, to get involved in the elections. 

They argue that although legal, it is inappropriate for a utility to spend money and help select those who will set 

the company's prices for power. 

The debate so far has overlooked the fact that small water utilities helped elect three of the sitting regulators. 

In 2012, a water-company lobbyist named Paul Walker contributed money to the benefit of three Republicans 

who were elected to the Arizona Corporation Commission. 

(Photo: arcenlral) 

Walker chaired a group called "Arizonans for Responsible Water Policy" that spent $9,000 during the 2012 election cycle on telemarketing campaigns to 

benefit Bob Stump, Susan Bitter Smith and Bob Bums, according to filings with the Arizona secretary of state. 

: Candidates for Corooration Commission differ on corporate supoort ~/sto~/monev/business/2014/06/30/candidates-for-corooration-commissiondi~er- 
on-corporate-suooort/11781315/) 

: APS can't Dromise to keep out of oofitics ~/stoff/monev/business/2014/06/24/aos-prom~se-kee~-ool~t~cs/l1321909/~ 

: Candidates suspect APS influencina Corp. Comm. race (/storv/monev/business/2014/06/1 Skandidates-susoect-aos-influencina-corp-comm- 

racellO8864834 

Since then, his group has successfully fought for rate hikes that will have utility customers paying the income taxes of some water companies' owners, 

and also paying nearly automatic rate increases without the companies having to endure a lengthy rate hearing. 

Walker represents Arizona Water Co.. Liberty Water and Global Water. It has previously counted Pivotal Utilities as a member, he said. 

Walker said utilities contributing to the political campaigns of those that will set rates for them should not be controversial so long as the motives are pure. 

"I think the question is why -why are (utilities) supporting certain candidates in the race," he said. 

"I think we need to make a decision what is best for Arizona. We are not out electing people who will provide us abnormal returns, "Walker said. 

He said his clients wanted to help defeat Democrats Paul Newrnan and Sandra Kennedy because as commissioners, they made "reckless" decisions that ~ 

were bad for the companies and bad for the state. 

One of those decisions was opposing a water utility that wanted to spend $300,000 to recharge an aquifer, which is required by state law. Walker said. 

"Those decisions are bad for Arizona," he said. 

The rate hikes Walker's group has helped pass are controversial. 

Last year, the commissioners voted 4-1 to allow the owners of small water companies organized as S corporations to charge their customers for the 
income-tax expense they incur through the company. 

Commissioner Brenda Burns opposed the measure. 

About 40 AARP members held a protest at the commission in March during a hearing for Pima Utility Co., which was the first to take advantage of the 

change. 

pima is primarily owned by developer Ed Robson's family trus!, which will shift its tax liability to utility customers. 

Pima is not one of Walker's clients, he said, and none of his clients benefits from the incomi-tax change. But Walker's group pushed for the increase 

because he said i t  helps several other small water companies improve their operations. 

http://azcentral.com


"While some argue that anything that raises rates is bad for customers, that view does not reflect the reality of the economic and environmental 
intersection that exists in reality." he said in a letter to then-Commissioner Kennedy in 2012, shortly before his group spent the money to help defeat her 

and the other Democrats in the election. 

Walker's group also pushed for a form of nearly automatic rate hikes that small water companies can enact without going through a lengthy rate hearing 

at the commission. 

That policy is controversial enough that the state consumer advocate, the Residential Utility Consumer Ofice. has taken the case to the Arizona court of 

Appeals regarding how i t  was implemented. 

Walker said his group supports the increases because they allow water companies to gradually increase rates annually, rather than file large rate 

increases every few years, and he said consumers prefer such gradualism. 

"People don't want to see their budget change dramatically every four or five years," he said. 

He said RUCO officials understand the perspective and differ with Walker3 group only regarding whether the regulators have the authority to allow such 

gradual increases. 

Walker said the water companies he represents have not decided whether they will support any of the candidates for the commission this year. 

Read or Share this story: http://azc.cc/l IsJtvT 
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BEFORE THE ARIZONA CORPORATION CUMM13SlUN 

COiMMISSIONERS Aiizona Corporabon Commission 
DOCKETED 

BOB STUMP - Chairman 
GARY PIERCE 
BRENDA BURNS 

FEB 2 2 2013 
BOB BURNS 
SUSAN BITTER SMITH 

IN THE MATTER OF THE COMMISSION’S 
GENERIC EVALUATION OF THE 
REGULATORY IMPACTS FROM THE USE 

ARRANGEMENTS BY WATER UTILITIES 
AKD THEIR AFFILIATES. 

OF NON-TRADITIONAL FINAXCING 

Docket No, ‘1\1-00000C-06-0149 

DECISION NO. 73139 

Open Meeting 
February 12,2013 
Phoenix, Arizona 

BY THE COMMISSION: 

FINDIKGS OF FACT 

1. On June 15, 2012, a draft policy statement (“Policy Statement”) regarding the 

treatment of income tax expense for tax-pass through entities was filed in this docket for the 

Commission’s consideration. 

2. Comments were filed by various interested parties. The Commission’s Utilities 

3ivision Staff (“Staff’) docketed a Staff Report on June 27, 2012 providing Staffs analysis and 

-ecommendations for Commission consideration. 

3. A revised draft policy statement (“Revised Policy Statement”) was docketed on 

February 11,2013 and is attached as Attachment 1. 

4. During the Commission Open Meeting held on February 12, 2013, the Commission 

:onsidered the Revised Policy Statement, the Staff Report, and the filed and oral comments provided 

by interested parties. After deliberation, the Commission voted to adopt the Revised Policy 

Statement. 

. . .  
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COKCLUSIOKS OF LAW 

1. The Arizona Corporation Commission is a constitutionally created agency with 

authority to promulgate orders, rules, and regulations regarding the methodology of establishing the 

rates charged by public service corporations pursuant to Article XV of the Arizona Constitution and 

A.R.S. Title 40. 

2. It is in the public interest to adopt the attached Revised Policy Statement to guide the 

ratemaking treatment of income taxes for tax pass-through public service corporations. 

ORDER 

IT IS THEREFORE ORDERED that the revised policy statement regarding the ratemaking 

reatment of income tax expense for tax pass-through entities is hereby adopted. 

IT IS FURTHER ORDERED that this decision shall become effective immediately. 

BY ORDER OF THE ARIZONA CORPORATION COMMISSION 

-*-- 

IOMMIS S I ONER 
/ 

IN WITNESS WHEREOF, I, JODI JERICH, Executive 
Director of the Arizona Corporation Commission, have 
hereunto, set my hand and caused the official seal of this 
Cornmiss@ to be a ye at the Capital, in the City of Phoenix, 
t h i s g / <  day of%& nm- / 2o 3. 

-33- 
1 IS s ENT: 

)ISSENT: 
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Policv Statement on Income Tax Expense for Tax Pass-Through Entities 

Revised 2/8f I 3  

In several recent rate cases,’ the Arizona Corporation Commission (“Commission”) has been asked to 
impute income ta.. expense in the cost of service of so-called tax pass-through entities such as limited 
liability companies, Subchapter S corporations and partnerships. In each of these proceedings, the 
applicants presented testimony and evidence to the Commission supporting their request for including 
income tax expense. On the basis of this testimony and evidence, some commissioners expressed interest 
in reconsidering the income tau issue. In a Staff Meeting held January 12, 2011, the commissioners 
directed Utilities Division Staff to examine the merits of allowing income tax expense for &Y pass- 
through entities in the generic docket captioned In the Matter of the Commission’s Generic Evaluation of 
the Regulatory Impacts from the Use of Non-traditional Financing Arrangements by Water Utilities and 
thzir Affiliates.’ A workshop was subsequently publicly noticed by Utilities Division Staff and held on 
March 25, 201 1. Various participants in the generic docket made presentations, which were filed with 
Docket Control, addressing the arguments for and against including income tax expense in  the cost of 
service of tax pass-through entities. 

Because some commissioners were interested in reconsidering the question of imputed income tax 
expense, in early 201 1 the Commission began to include an ordering paragraph in its rate case decisions 
for tax pass-through entities which recognized the possibility that the Commission might change its 
practice on the issue, and which specified a process for an affected utility to obtain a prospective increase 
in its revenue requirement through the filing of a petition under A.R.S. 5 40-252 in the event the 
Commission did change its policy on imputed income tax expense. For example, the Cornmission 
included the following language in Decision 72177 (February 11, 2011) from the last Sahuarita Water 
Company rate case: 

IT IS FURTHER ORDERED that in the event the Commission alters its policy to allow 
S-corporation and LLC entities to impute a hypothetical income tax expense for 
ratemaking purposes, Sahuarita Water Company, LLC may file a motion to amend this 
Order prospectively, and Sahuarita Water Company, LLC’s authorized revenue 
requirement hereunder, pursuant to A.R.S. 5 40-252, to reflect the change in Commission 
policy. 3 

’ Sunrise Water Co. (Docket No. W-02069A-08-0406), Farmers Water Co. (Docket No. W-01 G54A-OS- 
0502), Johnson Utilities, LLC (Docket No. WS-02987A-06-01 SO), Sahuarita Water Company, LLC 
(Docket No, W-0371 8A4-09-0359), and Pima Utility Company (Docket Nos. W-02199A-11-0329 and W- 

* Docket W-OOOOOC-06-0 149. 
’ Decision 72177 at 45-46. 

02 199A- 1 1-033 0). 
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There are a number of states which allow income tax expense in the cost of service for tax pass-through 
entities. For example, in Suburban Utility Corporation v. Public Utility Commission of Texas, 652 
S.W.2d 358 (l983), the Supreme Court of Texas held that recognition of income ta.x expense for tax pass- 
through entities is necessaiy: 

"The income taxes required to be paid by shareholders of a Subchapter S corporation on a 
utility's income are inescapable business outlays and are directly comparable with similar 
corporate taxes which would have been imposed if the utility operations had been carried 
on by a corporation. Their elimination from cost of service is no less capricious than the 
excising of salaries paid to a utility's employees would be. We therefore hold that 
Suburban [a Subchapter S corporation] is entitled to a reasonable cost of service 
allowance for federal income taxes actually paid by its shareholders on Suburban's 
taxable income or for taxes it would be required to pay as a conventional corporation, 
whichever is less."4 

Based upon the evidence and testimony which has been presented in the recent rate cases before this 
Commission as well as the generic docket, we are persuaded that a tax pass-through entity should be 
allowed to recover income tax expense as a part of its cost of service and that its revenue requirement 
should be grossed up for the effect of income taxes. We are persuaded that the failure to include income 
tax expense needlessly discriminates against tax pass-through entities and creates an artificial impediment 
to investment in utility infiastructure. Neither of these outcomes serves the interests of rate payers. Thus, 
we hereby adopt a new policy which allows imputed income tax expense in the cost of service for limited 
liability companies, Subchapter S corporations and parfnerships. While sole proprietorships are not 
technically tax pass-through entities, the arguments supporting the inclusion of income tax expense for 
tax pass-through entities are equally applicable in  the case of sole proprietorships. Thus, the policy will 
apply to sole proprietorships as well as tax pass-through entities. 

This new policy will be applied in pending and future rate cases. Also, companies that have been denied 
recognition of income tax expense in the past may make a filing under A.R.S. 9 40-252 to modi& the 
revenue requirement authorized in their most recent rate case order to include income tax expense 
prospectively from the date of an order of the Commission approving the A.R.S. 9 40-252 filing. 

We also desire at this time to provide guidance regarding how income tax expense for tas pass-through 
entities will be calculated in a fair and balanced way. We agree with the Supreme Court of Texas that the 
income tax expense for a tax pass-through entity should never be greater than it would be if the utility was 
a stand-alone C Corporation. Accordingly, tax expense will be determined as follows: 

' 652 S.W.2d at ?64. 
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Identify all taxable persons or entities and all non-taxable entities' (if any) which are owners of 
the tax pass-through entity. tf the tax pass-through entity has an o m e r  which is itself a tau pass- 
through entity, identify all taxable persons or entities and all non-taxable entities (if any) of such 
tax pass-through owner. Income tax expense shall be permitted based only upon the effective 
income tax rates of owners which have actual or potential state and federal income tax liability. 
The owner or owners oFa ta?r pass-through entity shall not be required to submit personal income 
tax returns to the Commission, but shall submit documentation showing all owners of the talc 
pass-through entity, the respective ownership percentages of each owner, and the tax status of 
each owner (i.e., whether the owner is a taxabie entity or a non-taxable entity). 

2. Identi@ the tax filing status (ie. Married filing jointly, married filing single, single, etc.) of the 
individuals and entities from step 1 above. 

3.  Compute the actuai effective income tax rate for each owner of the tax pass-through entity based 
upon such owner's proportionate share of taxable income at the proposed revenue level using 
applicable statutory federal and state income tax rates. 

4. Calculate a weighted average effective income tas rate for the combined ownership of the tau 
pass-through entity. 

5 .  Use the weighted average effective income tax rate for calculating the income tax allowance. 

6. Also, calculate the income tax allowance (federal and state) for the tax pass-through entity as 
though it were a stand-alone Subchapter C corporation. 

7. The authorized income tax allowance For the tax pass-through entity shall be the lower of: (i) the 
income tax allowance using the weighted average effective tax rate for the combined ownership 
calculated using steps 1 through 5 above; and (ii) the income tax allowance assuming the tax 
pass-through entity is a stand-alone Subchapter C corporation calculated using step 6 above. 

5 r  hon-tasable entities are not-for-profit corporations, municipal corporations or other entities \vhich do 
not have actual or potential state or federal income tax liability. 
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Re: Policy Statement on Income Ta?< Expense for Tax Pass-Through Entities 
Docket No. W-OOOOOC-06-0149 

Dissent by Commissioner Brenda Bums 

I have not been persuaded that the Commission’s constitutional duty to set ‘?just and reasonable” rates 
should include the recovery of a utility shareholder’s personal income taxes. “Just and reasonable” rates 
allow a utility to recover the expenses of a utility plus an opportunity to make a fair profit on its 
investment. Asking ratepayers to pay personal income taxes for shareholders of utilities organized as 
subchapter “S” corporations or limited liability corporations (LLCs) (aka “pass-through entities”) is 
neither justifiable nor good public policy. Personal income taxes are not a utility expense. 

- 

It is my obligation to consider the interests of both the utility and ratepayers. I do not feel this decision 
strikes the right balance. There are many ways to ensure that utilities receive a fair amount of revenue to 
cover its prudently incurred expenses but requiring ratepayers to pay a shareholder’s personal income 
taxes is not a proper solution. Therefore, I must dissent. 

Currently, all C corporations are treated equally and all pass-through entities are treated equally. Utilities 
voluntarily organize as pass-through entities or C corporations for a variety of reasons. Evidence has 
been presented that shows many utilities have chosen to be pass-through entities because of the tax 
advantages, including avoidance of the ‘double-taxation’ faced by C corporations. 

However, C corporations and pass-througb entities are not treated on equal footing because they are 
fundamentally different from each other. Ratepayers do not reimburse a C corporation’s shareholders for 
their personal income taxes. This policy change requires ratepayers to reimburse shareholders of pass- 
through entities for their personal income taxes even though no ta?< was paid by the company itself. 

Indeed, there are necessary water industry reforms that the Commission should examine. I am concerned 
with how water companies can ably deal with issues such as increased expenses, arsenic remediation 
requirements, under-recovery of authorized revenues, aging infrastructure and needs for new wells. 
However, this Decision may result in higher rates for many ratepayers but it does little or nothing to 
address those issues and may even harm the debate on these potential water utility reforms. 

While I do believe that utilities must be compensated for just and reasonable expenses I do not believe 
this Decision sets a policy that does so in a fair manner. 

-3Lh-A/-- 
Brenda Burns 
Commissioner 

Decision No. 73739 
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IN THE MAlTER OF A POLICY STATEMENT 
ON INCOMETAX EXPENSE FORTAX PASS 
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COMMISSIONER 

SUSAN BIlTER SMITH 
COMMISSIONER 

CHAIRMAN zD13 FEB I I p l2: 25 A;izona CorporaDon Cornmisslor 
DOCKETED 

COMMISSIONER I;: C X P  CC;TfMISSI2H 

RUCO’S COMMENTS 

The Residential Utility Consumer Office (IIRUCOI) files these comments in response 

to the Commission’s consideration of a Policy Statement that would change the current 

policy to allow tax recovery for pass-through entities. 

I. INTRODUCTION 

RUCO urges the Commission to not change its current policy which excludes the 

recovery of income taxes to pass-through entities (S Corporations and LLCs). Simply 

stated, a Commission policy which would allow pass-through entities to recover from 

ratepayers taxes that these utilities do not pay is bad public policy. 

Commissioner Pierce submitted a draft policy statement (“draft policy”) to 

stakeholders on June 15, 2012. The draft policy expressed numerous concerns with the 

current policy claiming that it “needlessly discriminates against tax pass-through entities 

and creates an artificial impediment to investment in utility infrastructure. Neither of these 

outcomes serves the interests of ratepayers.” With all due respect each one of these 

-1 - 
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x n c e r n s  is empty, and  changing the current policy would not serve t h e  ratepayer's 

nterests. 

Among other things, a c h a n g e  in t h e  current policy will unquestionably raise 

-atepayer's ra tes  a n d  result in unintended consequences.  At a time when the  Commission 

i as  its hands  full dealing with t h e  public perception of its energy efficiency a n d  renewable 

mergy polices, RUCO hopes  that t h e  Commission will give ser ious consideration to the  

mblic perception of a new policy that will result in higher rates b e c a u s e  ratepayers will be 

I .  

mtiti 

*equired to pay a utilities taxes that the  utility does not pay. 

THE CURRENT POLICY DOES NOT DlSCRlMlt TE BECAUSE P ss- 
THROUGH CORPORATIONS ARE NOT THE SAME AS C CORPORATIONS. 

T h e  LLC/S Corporations a n d  the  C corporations are two different types of corporate 

s for tax purposes and  the  Commission should not treat them as if they are the 

The LLC and S Corporation d o  not pay income tax and  elect that  form of same. 

irganization to  avoid double taxation. The C Corporation d o e s  pay income tax and  elects 

hat form of organization for other reasons such as avoiding t h e  maximum shareholder 

.equirement of the S corporation. Trying to treat these two different forms of corporate 

xganization the  s a m e  is as Commissioner Brenda Bums once said "trying to fit a square 

i e g  in a round hole". 

Ironically, in t h e  draft policy's quest  for parity, the result of a policy change  will be 

w e n  more disparity - in both cases the investors would provide capital resulting in utility 

iperating income, but only the  C corporation will pay the income taxes on the  operating 

ncome prior to distributing dividends to its investors who will then pay income taxes on 

hose dividends. 
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If one were to believe that the current policy "needlessly discriminates"- surely the 

solution would not be to implement a policy that will "needlessly discriminate" against C 

corporation shareholders (i.e. C Corp. shareholders do not currently recover their personal 

income taxes from ratepayers) - two wrongs do not make a right. But more importantly, 

how is it that the current policy that does not reimburse the S Corporation for income taxes 

it does not pay by its own election, but does allow recovery to a C corporation for income 

taxes it does pay discriminate in any way, shape or form? Actually it is the draft policy 

that would discriminate. Hence, an unintended but very real consequence of the draft 

policy will be that the C Corporations will request that their shareholder's be reimbursed for 

the personal income taxes they pay. This will undoubtedly put the Commission in a very 

tight spot - for how can  the Commission then distinguish the two situations? 

Another reason why the two are not the same concerns Accumulated Deferred 

income Tax ("ADIT"). When a C Corporation comes in for rate relief, there is an ADIT 

calculation associated with the corporate income tax. ADIT, which typically is booked as  a 

liability, is also a deduction to ratebase. A deduction to ratebase benefits the ratepayers, 

With S corporations, an ADIT calculation is not necessary since there is no corporate 

income tax. The Commission's new policy will impute an income tax based on the 

shareholder's personal income tax which will ignore ADIT' as the calculation is made 

solely for the purpose of ascertaining the shareholder's recovery of personal income tax 

from ratepayers and not to ascertain corporate income tax liability. Ratepayer's will get the 

short end of the stick again. 

The ADIT calculation in a newly filed rate case will apply prospectively since a Company will not have 1 

collected any income taxes in rates in the past as an S corporation or an LLC. Nonetheless, i t  still remains a 
valid coocem. 
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111. THE CURRENT POLICY DOES NOT CREATE AN ARTIFICIAL IMPEDIMENT TO 
INVEST IN UTILITY INFRASTRUCTURE IN ARIZONA. 

The draft policy purports to stimulate growth but there is no evidence that the 

current policy acts as an impediment to growth. To the contrary, since the 1980s when the 

Commission established its policy to deny recovery of personal income taxes of 

shareholders of pass-throughs, there has been an increase in the number of utilities 

switching to or organizing as pass-throughs. Particularly after the passage of Tax Reform 

9ct of 1986, utilities have chosen to take advantage of the tax benefits afforded by S 

corporations and LLCs. 

Arizona waterhastewater utilities have experienced phenomenal customer growth 

in the last few decades. The need for additional infrastructure has been a challenge. 

Additionally, water utilities have had to comply with the federal Safe Drinking Water Act, 

the Arizona Groundwater Code, and tougher EPA arsenic standards. Arizona's utilities 

have risen to the challenge and have done so without changing their corporate status. 

Some utilities, like Pima are built out, so it is dificult to appreciate the argument that 

allowance of recovery of personal income taxes will incent needed infrastructure when 

those utilities were able to meet the infrastructure demands when the challenge was the 

greatest without choosing to change their corporate status. 

The Commission's policy will not spur investment in Arizona. The S corporation 

status allows utilities to avoid double taxation - paying corporate income taxes on 

revenues and also personal income taxes on the after-tax dividends. It allows start-ups to 

raise capital and lower their capital needs which even Pima's Senior Vice President and 
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>hief Financial Officer, Mr. Steven Sonano explained was a benefit in the Pima case? 

rhese benefits are the attraction of organizing as an S corporation, not the Commission's 

iolicies. 

1. THE CONCERN THAT PASS-THROUGHS WILL SWITCH TO C 
CORPORATIONS AND RATEPAYERS WILL PAY HIGHER TAXES IS 
ANOTHER EMPTY CONCERN. 

Related to the investment argument is the concern that if utility customers do not 

:over the pass-through shareholders personal tax liability: then the pass-throughs will elect 

:o reorganize as a C corporation. The maximum corporate income tax rate is higher than 

:he maximum individual income tax rate. A C corporation is subject to corporate income 

:ax. The concern is that since the maximum corporate income tax rate is higher than the 

individual income tax rate, the ratepayers would pay even higher rates if the rates included 

recovery for corporate income taxes rather the personal income taxes. 

A. THE COMMISSION NEED NOT CHANGE ITS POLICY TO 
ATTRACT INVESTORS. 

In the Pima case, former Commissioner Spitzer explained why on the FERC level 

there was a need to attract investors. Mr. Spitzer noted that the gas pipelines were 

desperately needed throughout the country, and the investment community had made it 

clear that they did not want to invest in the C corporations - they wanted to invest in the 

pass-through corporations. FERC's intent was to encourage investment in desperatety 

needed gas pipelines. 

In Arizona, there is a completely different set of circumstances. With many water 

utilities, such as Pima, the utility is built out so infrastructure investment is not a concern. 

See Direct Testimony of William Rigsby at 6 in Docket No. W-02199A-114329. 
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Second, with FERC the question centered on desperately needed gas pipelines. In 

AriTzofia, the c~nce::: Is water, not gas pipelines, and there is no air of desperation. Finally, 

there is no evidence that the Cornmission’s current policy has pushed investors to C 

corporations. In fact, according to Mr. Spitzer, the evidence would indicate otherwise. Mr. 

Spitzer testified that most new entities are formed as pass-through LLCs. At the time Mr. 

Spitzer was an Arizona Commissioner, he testified that the ratio was approximately 100 to 

1 and has probably gotten large?. When asked if he was aware of any entities organized 

as  a C corporation because of the Commission’s policy he testified that he was not aware 

of any4. 

Mr. Spitzets testimony is consistent with Staffs witness, Mr. Carlson who also 

testified that h e  had no knowledge of utilities converting to C corporations because of the 

Commission’s long standing policy and could not even recall a single entity organized as 

an S corporation that converted to a C corporation5. The concern is unfounded because 

S Corporations provide the major benefit of avoiding double taxation which remains 

regardless of the Commission policy. Pima is a prime example of a pass-through utility 

that has not changed its corporate status since the mid-80s in spite of the Commission’s 

policy because of the tax advantages implicit with its pass-through status. 

IV. THE DRAFT POLICY WILL RAISE RATEPAYERS RATES SIGNIFICANTLY. 

The effect on ratepayers of the draft policy will be to raise their rates significantly in 

most cases. At the Commission’s Open Meeting held on July 19, 2012, RUCO discussed 

with the Commission the effect of such a policy. In response to then Commissioner 

See Transcript of Hearing in the Pima case at 186, Docket No. W-02199A-11-0329. 

-6- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

I€ 

15 

21 

2' 

2: 

2: 

21 

1 See Transcript of Hearing in the Pima case at 186 - 187, Docket No. W-02199A-11-0329. 
See Transcript of Hearing in the Pima case at 308, Docket No. W-02199A-11-0329. 
' Since the Open Meeting Pima's application has been decided and Pima has chosen to wait until the 
Commission decided its policy before moving forward on this issue - see Decision No. 73573. 
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Vewman's comments about how such a policy would raise rates, RUCO explained that at 

:hat time there were a t  least three utilities, Johnson, Sahuarita, and Sunrise that were likely 

Naiting to file 252 applications and one  utility, Pima, which a t  that point had a pending rate 

application seeking pass-through recovery of income taxes6. Based on the filings of the 

b u r  companies, RUCO had determined that a change in policy would have the combined 

affect on a total of 40,000 customers of over $2,000,000 in increased cost. Moreover, a 

change in policy will undoubtedly result in requests from other Arizona pass-through 

Company's for the recovery of income taxes including Saddle brook (4,800 customers), 

Sunrise, Tonto Creek, and Naco Water and  on  and on. The draft policy will result in a lot 

of ratepayers in Arizona seeing their rates increase to allow utilities to recover income 

taxes those utilities do not even pay. 

V. THE DRAFT POLICY IS LIKELY TO HAVE UNINTENDED CONSEQUENCES. 

1. INCREASING RATES TO COVER SHAREHOLDERS' PERSONAL 
INCOME TAX LIABillm MAY RESULT IN AN UNJUST ENRICHMENT 
TO SHAREHOLDERS IF NO TAXES ARE ACTUALLY OWED. 

As mentioned above, the  shareholders of the C Corporation will undoubtedly 

complain that the new policy discriminates against them. Another unintended consequence 

concerns the tax imputation. Since shareholders may offset tax liability for income earned 

with losses from other S corporations or  other investments as well as other deductions, 

credits and exemptions, it is quite possible that monies collected for the shareholders' tax 

liability will exceed the amount of tax actually owed. For example, a shareholder of a 
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xofitable S corporation utility who also realized losses from ownership of a real estate 

jevelopment business can apply those losses to offset earnings derived from the utility. 

Additionally, a shareholder c a n  apply numerous exemptions, deductions and tax credits 

hat are available to the individual taxpayer but not to a corporation. Examples include 

3xemptions for minor children, deductions for health savings accounts, moving expenses, 

student loan interest, child tax credit, dependent care tax credit, residential energy credits, 

and retirement savings credit. 

The result would be essentially free money for the shareholders paid by the 

*atepayers who receive no benefit from these payments. 

A. IF THE COMMISSION DECIDES TO CHANGE THE POLICY, 
THE COMMISSION SHOULD IMPUTE TAX RECOVERY BASED 
ON SHAREHOLDERS ACTUAL INCOME TAX LIABILITY. 

There is no manner in which a system could be developed that would guarantee 

that ratepayers would pay the appropriate amount of income tax. The taxable income for a 

C corporation is based on the net income from the business. Taxable income for the 

individual is based on the transfer of income in any number of ways including salaries, 

interest, dividends, supplemental income, etc. The individual income tax rate will be the 

same for all of those income sources with no preferential tax treatment for any source in 

particular. There is no fair way to reconcile the shareholder's personal income tax with a 

corporate income tax rate that will guarantee that ratepayers will pay an appropriate and 

fair amount of income tax. As Staff recently acknowledged, about the best we can do is 

"damage" the ratepayer as little as possible7. 

'See the testimony of Staffs witness, Daryl Carlson in the recent Pima 

-8- 
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If he Commission changes the policy, RUCO recommends tha 

e based on the actual taxes paid, and not a theoretical tax amount. 

he tax imputation 

The Commission 

self argued before the Arizona Court of Appeals in the Consolidated case that "The issue 

f taxes that are actually paid dominates in states which have authorized inclusion of 

\come taxes even for entities that do not directly incur income taxes." The Commission 

lade this argument to show that a theoretical tax allowance would be arbitrary and 

iappropriate. See attached excerpt of the Commission's Brief in the Consolidated case. 

RUCO would not recommend that the Commission consider basing the imputation 

,n federal and state statutory income tax rates. In reality, the vast majority of individuals 

bay an effective tax rate after deductions and adjustments. Their effective tax rate in most 

;ases is always below the statutory rate. 

If the Commission approves the draft policy, RUCO would recommend that the 

;ommission adopt Staffs alternative methodology of imputation in Staffs Supplemental 

Staff Report dated June 27,2012. 

41. THE CONSTITUTION'S DIRECTIVE TO SET JUST AND REASONABLE RATES 
PRECLUDES THE INCLUSION OF UTILTIY EXPENSES THAT DO NOT EXIST. 

RUCO believes that the Commission is prohibited by the Arizona Constitution from 

setting rates that include shareholders' personal income tax liability. Neither the S 

Corporation nor the LLC pays income taxes. Setting rates based on an operating expense 

that does not exist will not result in just and reasonable rates. The Commission is required 

to set just and reasonable rates under the Arizona Constitution. Ariz. Const. Art. 15, 6 3. 

e See Appellee Arizona Corporation Commission's Answering Brief at 29-33, Consolidafed Water Utilities, 
Ltd. v. Arizona Cop. Com'n, 178 Ark. 478, 875 P.2d 137 Ariz.App. Div. 1, 1993, (September 07, 1993), I 
CA-CC 92-0002. The relevant excerpt of the  Answering Brief is attached hereto as Attachment 1. 
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A change in policy will violate Arizona's Constitutional requirement to set just and 

reasonable rates. 

The Arizona Court of Appeals, at the Commission's request has upheld the current 

policy. See Consolidated Water Utilities, Ltd. v. Arizona Cop. Com'n, 178 Ariz. 478, 484, 

875 P.2d 137, 143, Ariz.App. Div. 1, 1993 (September 07, 1993). The Arizona Court of 

Appeals rejected Consolidated's arguments to change the current policy made in the 

course of several Consolidated cases. In the Matter of Consolidated Water Utilities, 

Docket Nos. E-1009-86-21 6, E-1 009-86-217, E-I  009-86-332.) Decision No. 55839 

(Docketed January 8, 1988). In the Maffer of Consolidated Water Utilities, Docket Nos. E- 

1009-90-1 15, E-1009-90-1 16 (decision No. 57666 (docketed December 19, 1991). 

I t  took more than five years, and many battles for the Commission to settle in on the 

current policy. The Court of Appeals decision made it clear that Arizona is not bound to 

follow FERC or any state for that matter on the issue. The Court held that the Commission 

set just and reasonable rates when it excluded recovery of personal tax expense. The 

Commission, consistent with its prior decisions as well as the Arizona Court of Appeals 

decision, should not change the current policy. 

VII. CONCLUSlOM 

For these and many other reasons, changing the current policy to allow pass- 

through entities recovery of income tax that these entities do not pay is bad public policy - 

period. 

RESPECTFULLY SUBMITTED this 1 I" day of Febr 

Dzniel Pozefsky 
Chief Counsel 
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COURT OF APPEALS 

STATE OF ARIZONA 

DMSION ONE 

1 
1 
1 
1 
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1 
1 
1 
1 
1 

CONSOLIDATED WATER UTILITIES, 
LTD., a limited p a r t n e r s h i p ,  

Appellant, 

V. 

F-RI Z ONA CORPORATION COMM I S S I ON , 
Appellee. 

1 CA-CC 92-0002 

CC Case No. 
E-1009-90-115, 
E-1009-90-116 

APPELLEE’S ANSWERING BRIEF 

August 24, 1 9 9 2  

Chr i s tophe r  C .  Xempley 
A s s i s t a n t  Chief  Counsel 
L e g a l  D i v i s i o n  
Arizona Corpora t ion  commission 
1 2 0 0  West Washington Street 
Phoenix, Arizona 85007 
Telephone: ( 6 0 2 )  5 4 2 - 3 4 0 2  
Bar I.D. No. 0 0 5 5 3 1  

A t t o r n e y  f o r  Appel lee  



&posed what  it recognized t o  be a h y p o t h e t i c a l  tax based on its 

u f i d e i a t a n d h g  t h a t  .a= t i c t ~ a l  tau. w a s  paid,  4 1 2  P.2d a t  850. The  

Suburban c o u r t  no te s  t h a t  Moyston i s  t h e  on ly  d e c i s i o n  of a c o u r t  

of  las t  resort on t h e  issue.  A f t e r  no t ing  t h a t  t h e  P u b l i c  U t i l i t y  

Commission had r e c e n t l y  approved t h e  impu ta t ion  of f e d e r a l  income 

tax  l i a b i l i t y  for a Subchapter  S u t i l i t y ,  t h e  Suburban c o u r t  he ld  

" . . . t h a t  Suburban i s  e n t i t l e d  t o  a r easonab le  c o s t  of service 

a l lowance  f o r  f e d e r a l  income taxes a c t u a l l v  D a i d  by its 

s h a r e h o l d e r s  on Suburban's t a x a b l e  income o r  f o r  taxes it would be 

required t o  pay as a convent iona l  c o r p o r a t i o n ,  whichever  i s  less." 

652 S.W.2d a t  3 6 3 ,  364 (emphasis added) .  

The i s s u e  of t a x e s  t h a t  are a c t u a l l v  paid dominates i n  

i 
\ 

states which have au tho r i zed  i n c l u s i o n  of income taxes even f o r  

e n t i t i e s  t h a t  do not. d i r e c t l y  i n c u r  income t a x e s .  While t h e  

Suburban case remains v a l i d  l a w  i n  Texas, i t s  e f f e c t s  hzve been 

somewhat m i t i g a t e d .  I n  Southern Union Gas Companv v. Rai l road  

Commission of Texas, 7 0 1  S.W.2d 277 (Tex.App. 3 D i s t .  1985), t h e  

Texas Cour t  of Appeals r e f i n e d  t h e  Suburban d o c t r i n e  somewhat , 
not ing .  " . . . t h e  Commission d i d  no t  abuse i t s  d i s c r e t i o n  i n  

d i s a l l o w i n g  " t h e o r e t i c a l "  income t a x  l i a b i l i t y  for r a t e  making 

purposes . ' '  7 0 1  S.W.2d a t  2 7 9 .  The Southern  Union d e c i s i o n  i s  

c i t e d  approv ing ly  by t h e  Texas Supreme Cour t  i n  P u b l i c  U t i l i t v  

Commission of Texas v. Houston L i q h t i n q  & Power ComDanv, 748  S.M.2d 

4 3 9  (Tex. 1 9 8 7 ) ,  i n  which t h e o r e t i c a l  income t a x  l i a b i l i t y  i s  a l so  

d i sapproved .  7 

T h e  n o s t  recent word on t h e  t o p i c  of t a x e s  a c t u a l l y  Daid 

i s  found i n  Kansas and it i s  p a r t i c u l a r l y  a p p o s i t e  i n  t h e  c u r r e n t  

s i t u a t i o n .  I n  Greeley G a s  C o .  v. State CorDoration Commission, 807  

31 



~ . 2 d  1 6 7  (Kan.App. 1991), the Kansas Court  of Appeals,  wh i l e  n o t i n g  

t h a t  Suburban appeared t o  s t i l l  be good law i n  Texas, affirmed t h e  

Xansas Corpora t ion  C o d s s i o n '  s disa l lowance  of income taxes based 

on t h e  u t i l i t y ' s  fa i lure  t o  produce t h e  t axpaye r s  income t a x  

r e t u r n s  t o  demonst ra te  what income taxes were a c t u a l l y  p a i d ,  i f  

c o u l d  cause t h e  t a x  rate t o  v a n  a c r o s s  t h e  v a r i o u s  t a x  brackets I 

t h a t  e x i s t ,  807 P.2d a t  169,  1 7 0 .  I n  t h e  c u r r e n t  case, t h e  i s sue  

of t h e o r e t i c a l  income taxes is square ly  jo ined .  Appel lan t  asserts 

t h a t  t h e i r  r e b u t t a l  ev idence  be fo re  t h e  Commission p rov ided  

ev idence  of an  a c t u a l  income tax  o b l i g a t i o n ,  Appel lan t ' s  opening 

b r i e f  a t  page 39. Appe l l an t  a l s o  asserts t h a t  t h e  w i tnes s  u ~ o n  

whose t e s t h o n y  t h e  income t a x  d isa l lowance  WBS based a d m i t t e d  t h a t  

he would have a l lowed income t a x e s  had ADDellant been a 

c o r p o r a t i o n ,  A p p e l l z n t ' s  opening b r i e f  a t  page 3 3 ,  c i t i n g  TR. 4 4 6 .  

Appe l l an t  f a i l s  t o  do a t  l e a s t  t w o  t h i n g s ,  however. 

$ F i r s t ,  a p p e l l a n t  f a i l s  t o  p rov ide  c lear  and s a t i s f a c t o r y  ev idence  

appellant indicates a c a l c u l a t i o n  of income t a x  a t t r i b u t a b l e  t o  t h e  

o p e r a t i o n  of t h e  u t i l i t y .  Without evidence of t h e  a c t u a l  payments 

made by t h e  pa r tne r ' s ,  no clear and s a t i s f a c t o r y  showing of 

unreasonableness  of t h e  Commission's o r d e r  h a s  been made, see 

Greeley, s u p r a .  Secondly,  i n  a d d i t i o n  t o  f a i l i n s  t o  demonstrate I 
t h e  a c t u a l  amounts paid, a p p e l l a n t  has  n o t  addres sed  t h e  

theoretical n a t u r e  of tlie c a l c u l a t i o n  of i n c o m e  t a x  it o f f e r e d .  

Appel lant  mentioned t h e  t e s t imony  a t  page 4 4 6  of t h e  t r a n s c r i p t  on 

t h e  t o p i c  of whether t h e  w i t n e s s  would have a l lowed income t a x e s  i f  

it had been a c o r p o r a t i o n .  Appel lant  f a i l e d  t o  address the 
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To: Arizona Corporation Commission, Docket Control 

From: Office of Commissioner Susan Bitter Smith 

Date: July 22, 2014 

Re: , Arizona Corporation Commission Generic Investigation in the matter of the 
Commission’s inquiry into the possible development of regulatory policies and 
strategies to evaluate and potentially encourage consolidation concerning 
Arizona’s water and wastewater utilities industry. 
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Commissioner Bitter Smith presented the attached presentation at the NARUC Summer 
Committee meeting in Dallas, TX on July 15,2014. 
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Douglas A. Ducey 
Governor 

David P. Tenney 
Director 

November 4,201 5 

Timothy J. Sabo 
Snell & Wilmer 
One Arizona Center 
400 E. Van Buren Street, Suite 1900 
Phoenix, Arizona 85004 

Re: Willow Valley Water Co., Inc. - First Set of Data Requests to RUCO - 
Docket Nos. W-01303A-15-0131 and W-01732A-15-0131 

Dear Mr. Sabo: 

Enclosed are RUCO's Responses to Willow Valley Water Company's First Set of Data 
Requests. 

If you have any questions, please contact me at 602-364-4839. 

- 
*- 

Sincerely, r 
' /  

- . I  f 

I \ is' 
c- _- +.--\- ..--e '/ \ -., 

- 

Daniel W. Pozefsky 
Chief Counsel 
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RUCO responses  to Global’s data  requests: 

Willow 1 .? Please provide all work-papers associated with RUCO’s testimony. 

No s c h e d u l e s  w e r e  used ,  all tes t imony a n d  exhibits have b e e n  included in Mr. 
M ic hl i k’s tes t imony.  

Willow 1.2 Admit that EPCOR Water Arizona Inc. h a s  the management capability to 

own and operate the Willow Valley system. I f  your response is anything other than a n  

unqualified admission, provide a complete description of the basis of your response,  

including stating each  fact or document on which you based your response. 

RUCO’s job is n o t  t o  ove r see  o r  evaluate  Company m a n a g e m e n t  capabili t ies to 

own a n d  o p e r a t e  the Willow Valley sys tem,  no r  is it prescr ibed in the Arizona 

administrative code. If t he  C o m p a n y  n e e d s  a s s i s t ance  in evaluat ing i ts  

management ,  financial, o r  technical  capabilities, i t  c an  hire a n  outs ide  consu l t an t  

to  resolve a n y  i s s u e s  it may have.  

Willow 1.3 Admit that EPCOR Water Arizona Inc. h a s  the financial capability to own and 

operate t h e  Willow Valley system. I f  your response is anything other than a n  unqualified 

admission, provide a complete description of the basis of your response,  including 

stating each fact or document on which you based your response. 

See RUCO r e s p o n s e  t o  Company  da ta  r eques t  Willow 1.2. In addition, t h e  

Company objec ted  to RUCO 4.03 which a sked  for  updated financial information 

related to dividend payouts ,  n o t  to mention m o s t  of the  o the r  financial data in this 

document  is s u b j e c t  to  a confidentiality agreement .  So, even  if the  Commiss ion  

were to ask RUCO to do s o m e  type  of financial analysis  to assess the  Company’s  

financial capabili ty the  Company would have t o  provide RUCO with th i s  

information. 



Willow 1.4 Admit that EPCOR Water Arizona Inc. has the technical capability to own 

and operate the Willow Valley system. If your response is anything other than an 

unqualified admission, provide a complete description of the basis of your response, 

including stating each fact or document on which you based your response. 

See RUCO response to Company data request Willow 1.2. 

Willow 1.5 List each decision of the Arizona Corporation Commission, of which RUCO is 

aware, where the Commission approved a regulatory liability for ADIT in an asset 

transfer (as proposed in the testimony of RUCO Witness Michlik). 

RUCO is not aware of  any Commission approved regulatory liability for ADIT in 
an asset transfer. 

Willow 1.6 To the knowledge of RUCO, list each prior docket where RUCO proposed a 
. regulatory liability for ADIT in an asset transfer (as proposed in the testimony of RUCO 

Witness M ic h li k) . 
- 

RUCO is not aware of any recommendations that i t  has made in  the past 
regarding this issue at this juncture. 

Willow 1.7 Admit that if a regulatory liability is created for ADIT (as proposed in the 
testimony of RUCO Witness Michlik), that BWAZ will be required to use straight line 
depreciation for income tax purposes under the IRS Depreciation Normalization Rules 
[§168(i)(9) of the Internal Revenue Code of 1986, as amended (Code), and Treas. Reg. 
.§l.l 67(1) - I (together, Depreciation Normalization Rules)]. If your response is anything 
other than an unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your response. 

RUCO cannot admit or deny at this point as RUCO is researching this issue, and 
will supply a supplemental response at  a later date. 

2 



Willow 1.8 Provide RUCO’s calculation of the ratepayer impact if EWAZ is forced to use 
straight line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [§68(i)(9) of the Internal Revenue Code of 1986, as amended 
(Code), and Treas. Reg.5l.l 67(1) - I (together, Depreciation Normalization Rules)]. If 
your response is anything other than an unqualified admission, provide a complete 
description of the basis of your response, including stating each fact or document on 
which you based your response. 

See RUCO r e s p o n s e  to  Company data request  Willow I .7. 

Willow 1.9 Regarding Attachment C to Mr. Michlik’s Direct Testimony (Staff 
Memorandum dated June 29,201 5), admit that none of the proposed policy statements 
recommended in that memorandum were ever adopted as  formal policy statements by 
the Commission. If your response is anything other than an  unqualified admission, 
provide a complete description of the basis of your response, including stating each fact 
or document on which you based your response. 

RUCO canno t  admit  or deny a t  th i s  point a s  RUCO is researching this issue, and 
will supply a supplemental  r e sponse  at a later date. 

Willovi 1.10 Regarding the March 19, 2012 Cornmission Staff Memorandum attached to 
Mr. Michlik’s Direct Testimony, admit that the Arizona Corporation Commission has not 
adopted the recommendations set forth in that memorandum. If your response is 
anything other than an unqualified admission, provide a complete description of the 
basis of your response, including stating each fact or document on which you based 
your response. 

See RUCO response  to Company data request  Willow 1.09 

Willow I .1 1 Regarding the article on “Tolleson to get $4.3M settlement in water 
treatment plant dispute” (Attachment D to Mr. Michlik’s Direct Testimony), please 
provide the name-of the publication this article appeared in, the date, and the page. 

West Valley View, Friday, June 12 ,  2015 page I. 

3 



Willow 1.12 Regarding Mr. Michlik's statement that the "legal disputes" referenced in 
Attachment D to his Direct Testimony "could affect the Company's financial viability". 
(Page 16, lines 17 to 19). Please provide the following: 

A. 

6. 

C. 

Mr. Michlik's financial analysis of how EPCOR Water Arizona Inc.'s financial 

viability could be  impacted by the referenced legal disputes. 

Did Mr. Michlik review any other documents other than the news articles in 
Attachment D in researching t h e  impact of these legal disputes on EPCOR Water 
Arizona Inc.? 

(i) For example, Did Mr. Michlik review legal pleadings? 

(ii) Did he  review notes to financial statements regarding the litigation? 

Provide Mr. Michlik's analysis of EPCOR'Water Arizona Inc.'s maximum 

financial exposure in these legal disputes. 

RUCO's analysis is very simple, i f  the  Company is still involved in a ser ies  of 
legal disputes,  and h a s  to pay out millions of dollars that  means the Company 
h a s  less money to invest in this  water sys tem.  

Willow 1.13 Regarding Attachment F to Mr. Michlik's Direct Testimony, provide the 
f o I I ow i n g i n f o r m a ti o n : 

A. Any prior public versions of this document. 

B. Who compiled the document? 

C. When the document was compiled. 

D. Describe the methodology used to prepare the document. 

E. How many of these states have as many water companies as  Arizona? 

In response to 8: The information w a s  provided by the National Association of 
Water Companies ("NAWC"). 

RUCO does  not have any information relating to quest ions A, C ,  D, or E. Since 
NAWC is the t rade group that represents  Global. RUCO sugges ts  that  the 
Company ask the quest ions to NAWC. 

4 
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Willow 1.14 Regarding Mr. Michlik's statement that Global Water Resources, Inc. is a 
class A utility", [Michlik Direct a t  page 3, line 10-13 and page 16, line 12) admit that 
Global Water Resources, Inc. is a "Public Utility Holding Company" as defined in A.A.C. 
R14-2-801, and not a "Class A" utility as defined in A.A.C. R14-2-103. If your response is 
anything other than an  unqualified admission, provide a complete description of the 
basis of your response,  including stating each fact or document on which you based 
your response. 

RUCO's classification w a s  based  on Staff's sufficiency letter dated November 7, 
2012. Upon fur ther  review, RUCO agrees  that Global Water Resources ,  Inc. is a 
Public Utility Holding Company. 

Willow I .15 Regarding Mr. Michlik's statement that Global Water Resources, Inc. is an 
Arizona corporation, admit that Global Water Resources, Inc. is a Delaware corporation. 
I f  your response is anything other than an unqualified admission, provide a complete 
description of the basis of your response, including stating each fact or document on 
which you based your response. 

Global Water Resources ,  Inc. pr.obably w a s  incorporated in Delaware, a n d  does 
business i n  Arizona, and  has offices in the Phoenix Area. Further, from Global 
Water Resources  website "Global Water Resources  Corp (GWRC) was 
incorporated in British Columbia to acquire s h a r e s  of U.S. b a s e d  Global Water and 
to  actively participate in the  management,  bus iness  and  operat ions of Global 
Water through its  representation on  the  board of directors of Global Water a n d  its 
shared  managemen t  of Global Water. GWRC owns an  approximate 48.1% interest  
in Global Water." 

Willow A .I6 Mr. Michlik's Direct Testimony states that "The Company's proposed 
acquisition adjustment seems very similar to a System Improvement Benefits (''SIB'') 
Mechanism in which utility plant is built between rate cases .  The Arizona Court of 
Appeals subsequently determined that the SIB was illegal (see Attachment A). This is 
basically the s a m e  situation in this case as the acquisition premium as proposed will 
create rate increases between rate cases  without a fair value determination" (Michlik 
Direct at page 7, lines 12 to 18). I f  the SIB mechanism and EWAZ's proposed 
acquisition adjustment mechanism are illegal because they change rate base  outside of 
a rate case,  please explain how RUCO's proposed "ratepayer protection mechanism" 



(Michlik Direct at page 20, lines 20-21), which reduces rate base outside a rate case, is 
legal. 

RUCO believes the initial premise to the question is no longer valid. The 
Company has clarified or modified its proposed acquisition adjustment in which 
it states i t  will not ask for rates outside of a rate case, but will ask for the premium 
be recovered in a rate case (see Testimony of EPCOR witness Sarah Mahler), thus 
eliminating RUCO’s concern over the fair value determination. RUCO’s ratepayer 
protection mechanism does not adjust outside of a rate case -there is no fair 
value issue with RUCO’s recommended treatment of the acquisition premium. 
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Arizona Carpixation Commission 
DOCKETED 

Commissioner Susan Bitter Smith 
Arizona Corporarion Commission 
1200 West IVashqgon Street 
Phoenix, Arizona 85007 

In Re: Acquisitions and Consolidations in Arizona’s Water & Wasteviater Industry 

Dear Commissioner Bitter S&* 

Thank you for asking us to begin evalming the need to consolidate Arizona’s Fvater and Tvastemter industr).; 
the Arizona Residential UuLty Consumer Office and Arizonans for Responsible Water Policy have begun a 
series of discussions on the issue and look fomxd to n?odmg with you office, and the Commission as a 
d o l e ,  on this issue. 

The idea of incenting and encouqjng consolidation in the ArLona private Water and wastewafer sector dares 
backro, at least, the late 1990s. On April 24,1998 the Corporation Commission voted to establish “The 
Commission’s Water TaskForce” with the stated intent of ‘‘develoP[mgl policies to address a wide variety of 
problems that private m e r  companies and their customers face.”l The TaskForce conducted numerous 
meetings and issued a series of recommendations, includq: 

“Reduce the number of small, non-viable maer  syxtems through new rules and procedures.”2 

The Wxer TaskFone vvlote, as justification for irS recommendation to begin consolidmag the industry 

“Many of Arhna’s nxer  companies are quke small, the majority of them have les than $250,000 in 
annual revenues... many of these small companies are quite problematic. Most of the “problem” 
companies that the Commission must deal -with are quite s d  Because of their small  base of 
customers, even qdtymanagers of smal l  companies may find it &ficult to raise sufficient revenues 
to make needed capital invesunents.”3 

The Task Force concluded that “because of economies of scale, b b e r  companies are l;krt).to be more 
efficient A larger companycan consolidate the adminkrathe aspects of many smaller “system” thereby 
significantlyreducing the o v e d  cost of service. For these reasons, the TaskForce agrees that reducing the 
number of smal l  non-viable mater syxtems is a desirable goal.”‘ 

The Water Task Force’s repoa and recommendations mere never acted upon bythe Commission 

I Interim Reoort of the ArGona Corporation Commission’s Water TaskForce, October 28 ,  1999, Page 3 D o c k t  NO. 
\~-0OOC)0G98-0153] 

%id, Page 3 
3 Ibid, Page 4 
4 Ibid, Page 4 
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A decade her, in 2010, the Commission directed Commission Staff to open a “generic investigation which 
looks at how best to achieve the Commission’s objectives with rega-rd to encowaging the acquiskion of 
troubledwatercompanies”.5 ?hroughout 2011, t he  Commission hosted water workshops that explored the 
numerous issues facing Arizona’s waer industry. The 2011 workhop process led to no final rep% no final 
recommendations, and no final decision by the Commksion. 

Which all begs the question: If, for over a decade, every interested person has concluded that A r ; z o ~  needs 
to incent “the acquisition of troubled water companies”, why has nothvlg been implemented? 

The answr, ‘RV believe, is that no coalition has formed to evduare, address, and micipte the real and 
complex challenges that come with comolidamg an indusq. Those challenges are complex, and must be 
understood before one sets out to “find the right path” toward consolidamg an industxywith over 300 

anies scmred throughout Arizona {Tp> 
adValkr  

cfiairman, Arizonans for Responsible Water 

Paul Walker served as advisor to (lakmaa Man Spiner at the ACC; wnrked on Governor Jane Dee w ‘ s  negotiating and lobb& 
t a n  during the Indian % Compazs; and was on the staff of U.S. C o ~ s m a c  John J. Rhdes, III. Paul specialles in 
regdato~adysis, lobbying, and consthing. In addition, Paul was  elected to the national board of directors of ConservAmerica - a 
6,000 member Republican organization FCDKL~ to improve the environment through d e - b a s e d  policies at the national level He 
chairs Arizonans for Rtsponsible Watx Poky- a uade group comprised of large mater companies advocating for long-term water 
policy c k e s ;  and serves on the Arizona Poww P h  and Line Sit ing Commitwe, a stamtory board comprised of ekcted and 
appointed offi‘d &ut determines the envimomental and economic compatbhtyof p o a w p h  and ele& transmission line 
applications. He served as a Captain in &e Arizona ArmyNational Guard and completed nllymus milrraryschools and comes; and 
he holds a Masters in Business Admintuation fmm T h d & i  - The American Graduate School of hemt iom!  Managemem. 

Pat Ouinn spent over 30 jears m ~ r k k g  in the telecommunicatioss indusuybefore as President of @est Arimm in 2005; 
prior to that position he had served as Vie President of Corporare Poky and Law, Drecror of Regional Regulatory Affairs, and 
Finance Director. Q..st mas the regional operating company formed after the b&p of the ATgcT sysrem in 1934 and provi&d 
telecommunication senires to the vast majorityof Arizona residents. Pat is a veteran who served in & U.S. Navy, and haF long been 
invotved in a hosr of Arizona organizations, i nc ludq  Greater Phoenix I ~ d e ~ h i p ,  the Homebuilders Association of Arbana; 
Arizona Town m . T e e  AA and Phoenix Gmmunj.Allianse. He eamed DL Master of Business Admhktn tion and Bachelor’s 
degree in nuthennucs from the U n i v e n ~ o f  South Dakota. ?3 %as appointed as Direcror of the Arizona Residential Lkhy 
Consumers o f f i c e  hJanuaryof 2013. 

5 Decision No. 71876, Finding of Fact 84, Page 84 [Docket No. S\Y-20$45A-09-c077, e d ]  
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About Responsible Water: Responsible W a r  is a trade group comprised of Arizona Water Gmpany, 
Global Water, and Liberty Udkks. Togder ,  our companies omn and operate wirer and FcaStewter sjstems 
thar serve over approximately500,000 people in communities across Arizona 

Responsible Water is committed to mwking to make Arizona's mser future more secure and more 
sunainable bymrkmg coopenrivelywith Arizo~policyleader~ to idenufyand implement new practices and 
approaches that suengthen the Rater industry- and thus, Arizona's a b e t 0  mrznage its m e r  resources. By 
conducting necost seminars for s d m t e r  companks, developing pihire papers and s t d i e s  thas explore 
water management and innovative approaches to regulauon, and by providmg free technical assistance to 
troubled &!Xes, Responsibt Water is committed to improving the entire m e r  indusuy so that Arizona can 
continue to be a growing, vibrant, and sustainable home for generations. 

&our the Residential Utitity Consumer m i c e  ("RUCO?: RUCO is a legislatively established governmental 
agency dedicated to represeming the interests of residential utilttyratepaj-ers in marcen before the Arizona 
Corpomion Commission ( " A m  or "Commission"). 
Since establishment in 1983, RUCO has been activelybolved in me-related proceedqs involvq public 
service corporations providmg electric, gas, telecommunications, water and waste Qzer services. As a matter 
of policy, RUCO h a p  intervenes and panicipates in rate cases involving Fuizona's largest utilities. 
Intervention in the cases of smaller companies is decided on a case-by case basis, with particular attention to 
the size of the increase sought, the m e  history of the uulrty, and the availabhy of resources at Rum. In 
addition to RUCO staff, consultants may assin in analyzing utiliries' requests for changes in rates and 
preparing testimony 

In addition to specific me proceedqs, RUCD is also heavily involved in lxgh level policy decisions made ar 
the ACC. RUCO approaches topics such as indusuyregulauon, renewable energy, and costrecovery 
mechanisms with a balanced view that neighs near t e r n  considerations and long-term outcomes. R u o 3  
pides itself on being a thoughtful stakeholder that can guide the development of s m  policies in a may that 
maxim;zes bene€= to residential xatepajers and the lrtllIfy sjstern as a &ole. 

Definitions. 

Acquisition Adjstmznt:  An increase to d r t y  rate base which reflects the cost of the purchase of the urilrty or 
the asset. 

kgiotlnl Conso/irintion; The abili-iy for the acquiring company to consolidate companies into regional or d r y  
groups for purposes of having common rates, operations and management. 

InftgrahJ Conroliddion: The abhyfor the a c q e  company to consohhe d of their companies into a 
parent companyn;th common rates, operations and management 

ROE Pemiiim: An. increase to the allowed return on equityas an hcentfve for certain investments. The theory 
is to provide a mum above the market hvef in ordzr 10 artract invesunent. 

AUTHORIZED ROE + ROE PREMIUM = COST OF EQUITY 
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The Challenges of Consolidating an Industry 
Par Quinn, BS, MS, Mathematics 

Paul Walker, BS, MBA, Business fkimmmm O n  
. .  . 

There are serious economic and regulatoryissues that have to be addressed and evaluated before Arizona 
decides to move fomwd with conso!idating its highly fragmented private water and vastemter indusuy. We 
%ill discuss Merent aspects of acquisition and consolidation later. The onlynayto address these issues is to 
go through them, one by one. Thk will require the Commission to develop a holistic pokyfrarnewark that 
transitions rate setting from a model just based on cost causation to one that includes the enabling of 
consolidation 

We apologize, in advance, for the fact that many of these issues are only fascinating to people like the authors 
- R will try our best to avoid making the economic theories too dull or esoteric, but wr must emphasize that 
the realnyof Arizona's challenge necessitates a comprehensive undemandq of the difficulty of meeting rhat 
challenge. The reader should bear in mind that because some of these issues are dull, complex, and esoteric, 
Arizona has not acted to address this challenge; onlynirh understank can Arizona solve this issue. 

To begin the discussion we need to define the different t p e s  of consolidation. Generally we are t a h g  
about consolidation as meaning the acquisition of a s d e r  -mer or nastenater company by a larger Rater or 
nasewter company. This implies the mere acquisition, but not necessarilythe incorporation of the smaller 
company into the large company, ie., the s d e r  company s d  mintaim much of its opemional autonomy. 
The other type of consolidation is & a t  we call "integmed consolidation"; nith integmed consolidation, the 
smaller company is my absorbed into the large company's operation. Tnis can be done at a regional or total 
companylevel This d be discussed more later. 

This paper is divided into five sections: 

1. The Policy and Factual Landscape of Arizona Water, Page 5 
2. A Clear and C o m p e h g  Public Interest, Page 14 
3. Path to Consol;darion, Page 16 
4. Consolidation Opportunities, Page 24 
5. Summaryand Recommendations, Page 25 

Addiriody, there art four attachments to this paper: 

Attachment 1 - "Arizona's Next Century A Strategic Vision for Water Supply Sustainabhy", Arizona 
Department of Water Resources, January2014, Page 26 

Attzchment 2 - Rate of Return and Operating Margin Policy, cal;fomia Public uulrt>. Commission, March 
2013, Page 40 

Attachment 3 - Pennsylvania Public Wty Commission Policy on Water Acquiskions, Page 43 

Attachment 4 - Y!Vater Udty Risk and Rerum", California Public utilities Commission, 1990, Page 49 

4 
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SECTION ONE: THE POLICY AND FACTUAL LANDSCAPE OF ARIZONA \.ATER 

There are three major forces one confronts in the Arizona Kzer industry 

Economic facts must be clearly underrtood, regulatoryprinciples must be adhered to, and policies must 
address the environmental re* of A&OM’S water supply. The economic fact that Economies of Scale 
exist provides an opportuktyto better conuol costs and incent investment. This fact is n d  e x p h e d  in a 
1990 publication of the Glifomia Public UcilityCOmmLsion: “Water MtyRiskand Rem.” 

“[S]mall nater companies have special problems created by their lack of economies of scale and 
inaccessibilityto emernal financing. The number of eco.nomic dichotomies bemyen large and smal l  
mater d u e s  na.rrant separate analyses and, ultimately, different ratemhng treamnts.”6 

The economic fact that small companies face greater challenges in amacting capital creates a challenge for 
Arizona’s Rater fume; the fact is that most s d  Arizona water utilities rely on Conuibutions I n  Aid of 
Construction (CIAO and Advances In Aid to Construction (AIAC) - and wind up with very little rate base, 
and very few opuons to access the investment market. As e-uplained in Anachment 4, “Water Utity Risk and 
Re turn” : 

”[me stabilityof the Rater utilitybusiness should provide comfort to creditors and equityinvestors 
seeking attractive investment o p p o d t i e s  nith relativety low risk Honever the smal l  SLY of mater 
utihtyofferhgs, relative to other &ties, tend not to generate interest among investment b&n. 
Consequently, most nmer utilities remain unknonn except to  a subset of the financial community 
such as insuance companies. V m ~ d y a l l  exernal financing is accomplished through private 
placement duectly wkh investors, m i t h o u  use of an unde&er.”7 

The regulatory principles of “Cost Causation, Equity, and Sustainabhf can be adhered to in an acquisition 
and consolidation policy. This n,iU require ths Commission to m o w  the current policy to encourage s m  
consolidation. Finally, the “Environmental Redqr  of Arizona’s mater situation today, and all Fiater 
forecasts for Ar;zona, provide a clear and compelling public interest in strengthening and comolidatk rh;s 
industry. We shall ex7Iore each of those issues in rhls section. 

6 "Water Utilicy Risk and Return”, W o m i a  Public Udties Commission, A p d  1990, P a y  1 
7 Ibid, Page 3 
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Economic Facts 

One economic fact dmctlycorrelates to the question and benefits of 
comolidatinz the A r ; z o ~  private Rater and naste-imter industry Economies of u 

Scale. This term is fairly cbmmon, but it is impatant to ensure. that it is 
understood at the outsei. 

t n m d  
a“- e; :%2 

Economies of Scale: Economies of scale mean that a firm’s avenge cost decreases as its outpur rises. 

Example: The fixed costs of owning and operating a small water sjstern include: the costs of the 
wrll and the pipes that deliver the water, Once those are in place, the costs ate spread over the 
customer base. If the customer base gron-i, there are more people paying those fixed costs and they 
mill each pay less. 

Example: The costs of running a customer call center include the cost of the buildmg, the 
telecommunications services, and the emplojees. Once those are in place, the costs are spread over 
the customer base. If one company o m  and operates numerous d u e s ,  it can use the same call 
center to support each ut* - rather than building and financing a call center for each ut* on its 
0-F.n. 

Example: A dtyrequires not just the &p-dayopsrarional staff; it also requires a rr~amgernent 
team to oversee the accounting, capital improvement plans, financing, environmental compliance and 
reponing, human resources, and investor relations. Honever, the management team that provides 
those senices to  a utility can provide those services to more than one utiity - d e n  it does so, ir 
takes advantage of economies of scale because the incremental costs of providing that management 
to a second, third, or tenth utility are less than the costs of having each of those other utilities having 
;ts own, independent management team 

rhus, economks of scale r~ans that “ l q e  mte r  utilities are able to provide professional management and 
lonw cost senice because they spread the fked costs of operations over more customers.”* Homwer, as 
move forward in this paper the reader should bear in mind that the looming investments in prater 
mfranructure, sustainability, and increased Rater supplies mill exert dramatic u p d  pressure on rates. 
Thu, while economies of scale provide dowmard pressure on rates, P i r i z o ~ ’ ~  futm is one of increasing 
invenments, i n c r e s k  costs, and thus, increasing rate5 for mater customers. 

Small Firm CaDital Attraction ChaIlenues: S d e r  entkies have fencroppommkks 10 access &e 
investment market. 

As CPUC explained, small  firms “tend not to generate interest vnong invesrmenr bankers” therefore the 
rn?jorir).of their financing comes from the owners and from any developers mho build in the service area 
(through Ct AC and MAC) resultant capital structure from such an approach nkds up producing veq, 
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tide rate base - it is stadmgiy common in Arizona to find smal l  n z e r  urilities nirh lirde to no rate baje. 
That n-e have becorn accustomed to it is more alxrmng than the  very fact itself. Arizona nee& to re&, 
literally nght aw) ;  that: “The financial structure of the company to a grcat extent determines financial risk”9 

Many companies nuh Me to no rate base face exsreme financial risk - th2y hae no rate base to produce a 
r e m  on equity, and are simplyopeming margin enuues in a business that faces significant environmental 
challenges and veryhgh capital intemky. Capital intenskyis the measure of: How much investment in p h t  
is required to produce $1 in additional opera t i  revenue. 

U:iIity Plant I Operating Revenue 

2006 Capital Intensity 

S I  w 
13 M 
I3 w 
$2 w 
$ 2  M 

SI 50 

I I h? 
SO 5 0  

so 0.: 

To summarize then, economies of scale can reduce the average Cost per customer, but manysmall naler 
utilities in Arizona have verychallenging financial profiles that malie them hard to invest in, and & k hard 
for their current owners to a m  needed investment. Because of the latter challenge, ownen rely on 
developers to fund their utllny needs - thus f h e r  neahning their financial srrucrure: 

“Advances and conzibutions spread out the d t f s  funding requirements for gromh and 
development in the sen-ice territory. These sources of funds are not included in uul~ty rate of r e m  
calculadons because these sources of capital are not provided by company investors. Nonerheless, 
operational risks increase as the percentage of contributions increase for the mility. For example, 
assunling a 10% return on rate base, a utiliryiich SloO,ooO in plant, of nhich 40010 is contributed, can 
only generate a return on investment of $6,000. If the utility had used debt and equity capital, it 
would be able to earn S10,oOO. The opemiond risk b higQhred when revenues charge due to 
voluntary conservation and/or mandatory rationing.”’O 

In fact, in many cases in Arizona th2 C[AC (or the MAC that revem to QAC due to lack of growth) 
becomes so h e  that it subsumes the owners’ investment. Budding on the CPUC esample above, if the 
utility had received G0,ooO in Advances, but the growth didn’t occur as eqxcted and thus only S1OJO0(3 of 
the MAC vm repaid, $33,000 in “CIAC’ would be assigned to the rate base - c u t t i q  the rate base from 
S60,OOO in the Q’UC example, to 530,000, and cutting the r e m  from S6,OOO to $3,W. This esampie is not 
hypothetical, in f a a  it is commonplace among sma l l  &OM TSater utilities - thus furrher v.-onening their 
capitd structure, increasing their risk, and m b g  their acquisiuon more difficult for potential b q m .  

7 Ibid, Pagc 2 
1 ’ ~  Ibid, Page 13 
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Regulatory Principles 

There are  rhree ky regulatory principles that must be strictly adhered to should Arizona move fornard with a 
policy and incentives to encourage consolidation of the Arizona nater and wstewter  i n d q :  Cost 

Causation, the Equity Principle, and Sustainabky. Cost Causation and the Equir). 
Principle mill be the most complex issues to explain to customers. 7% is mhy 
crireria for mh2n and how to consolidate must be developed. 

Ennomk 

b 1:- 

F Y I 5  

1 

Lnnrulme%ll Raw 4 ?he reality is this: Consolidations and Acquisitions come with casu - and those 
costs must be recovered in a fair and manageable manner. However, there n;U be 
some cost savins that c o r n  from economies of scale that mavreduce or &ate ” “ 

th2s2 increased costs. Investors and customers are, quke l i tedy, in the same position here: Both can benefit 
from a su-onger, more consolidated industry, the key is to undzmand howto balance the costs. 

Principle I: Cost Causation - the customer nho causes acost should paythe cost. 

Equahyvs. Efficiency Cost causation inTolves one of the most comples issues in economics, mhx 
Arthur O A -  calied “the big tradeoff”. Economic equahymeans that no one gets an unfair 
advantage over another - &ch is obviouslysubjective becaue everpne has an opinion on what 
constitutes “fair and unfair.” Economic efficiency means that correct pricing s i p &  are sent, and 
those incentives correlate to desired outcomes. 

Principle 2: Equity Principle - no customer should be forced to paymore than what is reasonable. 

Rate Design: Cost allocation is the purpose of rate design - it ij the process of determining how 
many dollars to collect from various customr classes for vaious utilityservices. 

Jib7 and Reasonable Rates: The rates set by the Commission must not be undulydscrkinatory 
bem-een customers or services. “Unduly discriminatory” means that the &crimination in pricing or 
incentives is tied to and suppom som2 public interest, e.g., tiered mater rates ch-e exorbitantlyhigh 
rates for hgh  use of nzter - much more than the incremental cost of p m i d q  tuugh -mounts of 
mater - but those high rates are justified because they suppox the public interest of conserving nater. 

Subsidies: Generally, Commissions avoid providing subsidies (“subsidies” are defined here as: 
charping less than the incremental cost of rhe senice to one group of custoniers, -&de charging 
more than the stand alone cost to another group of customers.) 

Efficiency Commission rates and incentives shodd give correct s k p l s  to customers and investors 
(.correct signals” are defined here as: pronioting-the efficient use of resources, and doning 
customes and investors to manage aud plan their budgets.) 

Principle 3: Sustainahility - the utilitymusr receive enoqh  moneyto stay in buinzss and contine 
providq safe, ad.quate, and reliable semice. 

S 
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Sufficiency U&ry rates and incentives should be sufficient to allow the u t h y t o  collect its l e g i i t e  
costs. At the same time, decreases or increases in risk should be recognized and applied in a 
symmetric manner to the company's authorized rate of retum in order to establish fair compensation 
to shareholden. 

T m p a r e n c y  Commission rates and incentives should b2 undestandable to customen and the 
*. 

P S t a b h .  Commission rates and incentives should avoid rat2 shock to cwtomrs,  and should 
promote revenue s tabdqto  thc utility Commission rates and decisions must provide price and 
investment signals and the Commission must recognize that those signals mill affect behavior, but it 
may take some time to do so. 

If done correctly, e s t a b l i s h  a consolidation enabhg framework for Arizona mater companies 
these three principles in a more h o k c  nay. Fkt ,  the vue cost of one's water system maybe hidden from 
customers if needed upgrades are not made or syxems are neglected Second, equityis a principle that is 
dependent on one's time horizon. In the medium to long run, the consolidation of two mater systems may 
bring resiliencies and efficiencies that overcome short run inequities. Third, sustainabilitycomes when the 
true long run costs of operating a successful Rarer sistem are recovered and allocated within a slstemthat is 
resilient and efficient. S m  consolidation betneen companies shodd levemge all three of these principles in 
a Ray that delivers long-term net benefits to all ratepayrrs involved. 

integrate 

Environmental Reality 

All of the econonlic facts and regulatory principles must, in the end, deal with and address re*. And 
Arizona's mater r2aln>l is complicated. Arizona water lsaders have nwkd hard on n a e r  management since 
the 1322 Colondo River Compact. The Central A~GOM Project, the 19SO Groundnater Management Art, 

the Central Arizona Groundnater Replenishmenr Disuia, Commission- 
sanctioned Tiered h t e s ,  \Yarer BanIiing, and more enviromntdly-sound 
development have created a vast netrml; of drastructure and p r o g m  to bener 
manage Arizona's mater supplies; but ongoing drought combined midl population 
grovah will continue to demand larger and larger investments and increasingly 

-".K ;XI' 

$ "pz;~ sophticated vater monitoring and management. 

Arizona has relied for decades on affordable CAP Rater - which provides barer 
for q,ricuIture and communiries, and the Colorado Ever  dams which provide affordable hydroponer that 
both offsers CAP costs, and provides relizble and affordable power to rural Arizona. But Arizona remaim 
mired in drought, m d  the drought goes bepnd  the Colorado River - it covers nearlyall of Arizona and 
droughrj are v e r y  hard on smd Rater companies - pumping costs increase, CAGRD costs increase, 
development gets more costly and comples. Drought can be nxmaged - but at a high cost financially, 
mmageriaUy, and technically. 
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Arizona Remains in a statewide drouoht 

U . S .  Drought Moniror 

Arizona 

?he  droxht affects not only Arizona - in fact, the entire m s t  is gripped in a historic drought. Today, four 
of the seven Colorado River states are covered, 100%, in droTht conditions, and Utah is almost entirely in 
doughc. The Colorado Zver is in a historic droxht  and curtailment of the nater deliveries that Arizona 
relies on for CAP, agnculmre, and groundnater recharge seem Lklyto occur sooner, rather than later. 

U.S. Drought Monitor 

West  

-. 
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blost esDerts amree that the [Colorado River1 basin nil1 pet even drier - 

“Already, the drought is upendq, many of the assumptions on which Rater barons relied mhen they tamed 
the Colorado in the 199 Os... Lake Mead currently stands about 1,106 feet above sea level, and is expcted to 
drop 20 feet in 2014. A continued decline would introduce a new set of problems: At 1,075 feet, rationing 
begins; at 1,050 feet, a more drastic mtioning regm kicks in... Should Mead continue to fall, Arizona would 
10s; more tha? half of its Colorado 
a v e r  water ... That would have a 
carcadq effect. The Cenual 
A n z o ~  Project wmld lose 
revenue it gets from sellin, * Qater, 
which w d d  mise rhe price of 
aater to R* customers, 
l e a k  farmen to r e m  to 
pumping groundmaier for 
e a t i o n  - exacdydm the 
Central Aritona Project was 
supposed to prevent.”ll 

The Colorado River droupht 
also affects the Glen Canvon 
and Hoover Dams 

“At Glen C q m  Dam, the B m a u  
of Reclamation plans to reduce 
releases by750,000 asre-feet for 
the coming )ear, a historic low. 
The iconic Hoover Dam is 
eqxriencing a 14)ear droyht, the 
worst in the last 100 p r s  ... For 
Wesrem [Area Ponw- 
Admmismtionl, insufficient m t e r  
resulrs in not h&ng suf€icient hydroponrr to meet its contractual obkations. Under m y  of DVestem’s] 
contracts, [it] must purchase more expensive poner on the market to meet [its] obligarions.”12 

- 

1 ’  The New Yo& Times, “&!orado River Drought Forces a Painful Reckoning for States”, Janulvy 5,2014 
‘1 EnergBiz  bt?gaZins, ‘‘Powering a New Frontier”, Janunr)./Febmxy2014 
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Arizona’s “pronth corridor” has an unmistakable correlation to Arizona’s Di-ivate water industnJ 

The best estirmtes of A r i z o ~ ’ ~  Liklyfuture g r o d  are unmistakabiycomlated to the areas served by 
Arizona’s private nater industry- the reason is simple: Most private Qater companies exist outside of town 
and city limits, because towns and citics usually have their omn, municipal nater sixern Many people choose 
to live outside of towns and cities, h e n  gronth moves beyond an existing tonn or city limit, it invariably 
rum into areas semed by private nater companies. 

Arizona’s Growth Corridor and Arizona’s Private Water Utilities 

Arizona Population c. 2000 l------ Arizona Population c. 2050 
Estimated by Maricopa Association 

of Governments 

Map of Arizona’s Private Water 
Companies 

The Arizona Department of Water Resources (ADlm) issued a milestone assessment of A r i z o ~ ’ ~  
FFater situation in January of 2014, “ A r i z o ~ ’ ~  Next Century: A Strategic Vision for Water Supply 
Sustainabifity.” We are pleased that AD\Ws Director, Michael Lace); asked us to ZtttaCh Arizona’s 
Next Century to this white paper - Attachment 1 is that report’s Executive Summary. The  entire 
report, 60.55 hB, can be found on ADWR‘s website at this URL: 

12 
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In A r i z o ~ ’ ~  Next Century, ADWR h$&ghts several “strategic priorities” for Arizona: 

1. 
2. 
3. 
4. 
5. 
6 .  

Resolution of Indian and Non-Indm Water R@ts Claims 
Continued Commiunent to Conservation and Expand Reuse of Reclaimed Water 
Expanded Monitoring and Reponing of Water Use 
Idenufying the Role of In-State Water Transfers 
Supplylmportadon - Desalination 
Develop Financing Mechanism to Supporr Water Supply Resiliency 

Cleady, a consolidated, strong mter  industry in Arizona wuld be able to address Points 2,3, and 6 .  And a 
consolidated, mong m e r  industrycodd playa key role in financing and supporting Points 4 and 5. 

Because of A r i t o ~ ’ ~  mater challenge, ADWR states d m  “The current challenge facing h n a  is that 
although the State has an existing solid mater management foundation, naser demands driven by& 
economic development are anticipated to outstrip exking supplizs. Additionally, the availabilityof surface 
water supplies have been reduced in recent p . r s  as drought conditions have been experienced locally and 
throughour the Glorado River B a s s  

Summary 

The growing, and worsening, drought in the U.S. viest dl require vas invesunents in Arizona’s water 
infrasuucrure. It has been known for some time that the 1922 C0lor;tdo River Compact allocated the River’s 
nater supplies based on abnormallyh++ River flows - there is not 15 d o n  acre-feet per yar in that River, 
it’s more &e 13 &on but even that flow is Lghlyvolatile as the West is now, p-, reabng. 

A D W s  suategic priorities for the 215r Century& 5 veryclearthat hiimna is facing a h&-cost future: 
Desalination nill be a multi-b&on d o h  effort, and Arizona’s private mater indusuyd need KO be krge 
enough and strong enough to conuibute hundreds of d o n s  of d o h  to that 21s Centuxy effort. 

ADiYrR’s final strategic prioriy, “develop f u n k  mechanisms to suppon mter supply resiliency“ is not o* 
essential to desalination bur also to ADWR’s other suategic priorities. E x y a n k  the use of reclaimed -mer, 
increasing mater monitoriq and conservation, and in-srate mter transfers all d come at great cost. Thus it 
is impemthe for Arizona and all A r i t o ~  residents, that the Commission strenggen and consolidate the 
private water sector to meet the 21% Gnturynater challenges RT face as a state. 

\We economies of scaled wiU provide dowmard pressure on prices and rates, it must be clearly understood 
that consolidxhg and strengthening Arizona’s mater infrastructure d be a massively expensive effort that 
Fi;u take decades. So, economies of scale and consolidation mill not result in decreasing rates in the near term 
- they d only provide downmd pressure as Arizona deals with, and invests in, its 21% Centurywter 
challenge. Drought, volatile and diminished Colorado River supplies, dzsalination, reclaimed water and 
increased monitoring and conservation efforts are each costly, and all necessary and prudent to secure 
Arizona’s Rater future. 
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SECTION Two: A CLEAR AND COMPELLING PUBLIC INTEREST 

Because Arizona faces s p h n r . ,  increasing, and costly environmzd challenges due to water scarcity, it 
must evaluate the ab* of the private mter and wastevmer indusuyto meet those challenges over the long- 
term and to do so in an affordable may for ~ c u s t o m f s .  Arizona’s private Rater industrylies in the path 
of Arizona’s h growth, therefore the Commission must play an active role in planning for A r i z o ~ ’ ~  
mter future. 

Economies of scale and future mater scarcity and increasingly stmined sources are critical factors that support 
&e consolidation of the hghlyfqmented Arizona m e r  industry. There are over 300 firms proYichng 
private Ftater and m e w a t e r  services in Arizona - and as the environmzntal challenges and costs mount, 
more and more of those firms will become non-viable and more and more will descend into economic crisis. 
The Commission has, since 1998, been concerned with the viabkyof small mater sptems; and with the 
drought and the long-term change in Colorado River supplies, the rime has come to address consolidation of 
the industry. 

At the outset, it is imperative to recognize that not all smal l  syxems have to be consolidated - the 
Commission’s interest is simplyin ensuring that each water and Piastevaer system has adequare finzncd, 
managed, and technical ability to provide safe, adequate, and reliable service both today, and into the future. 
To that end, the Commission should amend its Annual Report rule to also require water and FMstewater 
syxems to include the following data and any other i n f o m i o n  the Commission deem necessary: 

0 

Re,&orycomphce currendy(ADWR, ADEQ, ACC, ADOR, and Countyand Gtycoqliance). 
Regulatoryissues the company foresees in the next five pats. 
Basic Fioancd Ratios: DSC and TIER, which measure liquidityand viabhty 
One par Capital Improvement Plans that estimate: 

o 
o 

the capital improvements (for repair and replacement of existing infrasuucrure), and 
development that the uthy believes will occur in that timeframe (d the util~vs plan to 
cover those costs through MXAs, HUFs, and/or debt and equkyfinanchg.) 

The Commission needs to also establish and levee sanctions and fines for d d  failure to comply with 
regulatoryrequirements and standards. ?his d help encourage companies to establish adequate financd, 
maqerial ,  and technical ability to meet the challenges of today and tomorrow. 

Hoxver, simply relying on the “stick? of regulatory oversight is not likely to be sufficient. The CommLsion 
shodd focus on improving the regulatory and financial climate for smal l  mater companies to ensure they are 
f h g  frequent rate cases, b d d q  their financial strengg and preparing for a more challenging water fmure. 

Responsiblc Water has launched efforts to aid small, troubled water companies to assist them wkh regulatory 
compliance and financial challenges. Additionally, Responsible Water is launching a free nater seminar series 
to provide small mater companies -with detailed briefings on regulatoryissues, compliance, and financing. 
The Commission and the Depamnsnt of Water Resources are also participating in the sembarse&s - thus 
tying outreach and information to the “carrot” and “sticl?’ and increasing the ability of smal l  -mer companies 
to meet Arizona’s 21n CenturyrYater challenge. 

14 
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The public h e r e s t  is WA ouclined in a memorandum provided to us from Steve Olea, Director of the 
Commission’s Uulny Division: 

‘‘Unfortumely, it is not uncommon for small, troubled mter syjtems to develop compliance issues 
WiJl federal, stare, or local requirements. Very often, these troubled syneins lack the financial 
capacity or the technical expertise to correct these issues. When such a small, troubled s p m  is 
acquired by a large, %.ell operated, and p;eU financed wrer syxern, the potential for significant 
benefm to ratepa)ers is obvious. This is the type of consolidation thar should be encouraged, and 
the Commission’s acquisition policy should be tailored to these qpes of simations.” 



SECTION THREE: PATH TO CONSOLIDATION 

Consolidation is often used to define many different tpes of outcomes. To begin the discussion we need to 
define the bfferent progressions of consolidation The first and most typical consolidation is a simple 
acquisition - where a larger company simply acquires a smaller company. “his may bring some economies of 
scale to the acquired companyL’ Howrver, for the most part the smaller company is d lagelyamonornous 
with its o m  rates and operatiom. 

The next progression of consolidation occurs &en the smaller acquired company is merged with othher 
regional holdmgs of the large company. This ”regional consolidation” can result in more economies of scale. 
This is accomplished t h r o d  geopphicallycombiied rates, operations and management. The final 
progression is when the larger company is allomd to merge all of their holdmgs into one company and 
establish rates that apply to all their customers. ?his “integrated consolidation” allows for the greatest 
economies of scale (and scope.) To allow for this consolidation to progress in the public inrerest of 
mepajrrs, a strong set of criteria needs to be developed to intelhgently transition from small acquisitions to 
regional consolidation, and then, if justified, full integrated consolidation. 

The process l e a k  to full scale consolidation is a long one and it fundamentally stam with the basic 
acquisition. Therefore, the key to re- the end goal of large scale integrated consolidation is to first 
encourage acquisitions. 

There are four main e n a b h g  policks: 

1. Rate base acquisition adjustments 
2. Allomnce of regional consolidations 
3. Rate of r e m  on equity(R0E) p r e m i m  
4. Cash flow/operating margin inducements 

?he first two policies are specific to &e situarion and company- therefore limiting the scope and the ability 
to streamline their application Howzver, ROE premiums and cash flow inducements can be setup for 
statewide application through sliding scale mechanisms and/or qualdying criteria such as class of company 
being taken over, mater loss thresholds, certain financial metric,, etc. The  abllrty to possess a re,&ory 
tookt that can be customiz2d when need be or streamlined when the situation calls for it d enable more 
acquisitions and thus deliver integrated consolidation sooner. 

Each policy tool d now be described in de& 

Acquisition Adjustment - Strenathenino Viabilitv, IncentinT Acauisitions 

An “Acquisition Adjustment” is 2 decision by a public d t y  commission to include s o m  or all of the 
acquisition cost of a company into the company’s rate base. h/lost smal l  Rater companies have v e r y s d  
(and in rnanymes, nonexistent) rate bases. 

%is occurs because of several factors: First, oftentimes the or&al plant has simplybeen fully dcpreciated 
over time; Ocher times, these companies don’t have the financial resources to build their infrastructure so 

1 

~ 

1) And perhaps also economies of scope if the acquirer is, for example, an in tepced  maier and vasewater company and 
it acquires a strictly nqter company. 
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they rely on developers to build and finance the mhyplant - meaning it becomes CLAC and is excluded 
from rate base; FmaIiy, very frequentlythe company does invest in plant and repairs, but the developer QAC 
is so large that it simplynegates the o~wrs’  invesunent. In each of those cases, the company’s bookvalue b 
wtdlynothing, but is service area and operaring revenues have financial values that support an acquisirion 
price well above book v h .  

HDvxver, the buyer of the company has no xay to recover the acquisition price if it is not included in rate 
h e .  Sometimes, that sunkcost is adequatelycompensared bythe oppormnityto grow the acquired entityor 
simply through the revenue sueam from the acquired company. An example of thar son of acquisition is 
EPCOR’s acquisition of chapanal Water in Fountain Hills. EPCOR paid an acquisition cost approximately 
30% h h e r  than chaparral’s book value, but the economics didn’t necessitate an acquisition adjustment. 

?hat example comes with a huge caveat - chaparral Water FX., by all accounts, a successful, capable, prell- 
managed companywi& more than adequate financd, managerial, and technical ability. What Acquisition 
Adjunments and a Consolidation policy must address is companies that aren’t viable, or are in danger of 
f a h g  into crisis because t h ~ y  Iack the financial, managerial, and technical abilrty to deal current and 
looming issues (such as, e.g., Arizona’s drough~) 

There are two sources the Commission and the Courts must consider when determining the justness of an 
acquisition adjustment -Judge Learned Hand, one of America’s grearest jurists, in the 1943 Naguru FuIh 
P o w  Co. decision, and Professor James Bonbnght, who wrote “Principles of Public UCiLty ha”. 

Judoe Learned Hand in Nia.wara F d s  Power CQ. v. Federal Power CommissiorP 

If the rate base were to be set at the price paid by the new purchaser, then “the [company] %bo does 
not sell is confined for [its me] base to [its] original cost; [the c0mpany-J who sells can assure the 
bujrr that [it] may use as a base whatever [the bujtr] pays in good faith If the [seller] can persuade 
the b q r r  to pay more than the org i rd  cost the dtfference becomes a part of the [rate] base and the 
public must pay m s  computed upon the excess. Surelythis is a most undesirable conclusion” 

- Niagara Fa& Pozer Co. v. FzakaIPomr CommiJsion, 137 F (24 787,793 
(1943) 

Thus, Judge Learned Hand’s view is: If rhe Commission simply allows any cost above origiinal cost to 
be included in rate base, rhe seller d “assure the bujrr t h a ~  [it] may use as a base whawer [the 
bqrr]  pays in good faith.” This xdl increase sales, but it n d  do so b y c h a q g  the economics so 
that buyers become more indifferent to the purchase price, and sellers realize that the regulatorypnce 
constraint no longer exem a downward force on the price they ask 

Professor Bonbripht. in “Principles of Public Utility Rates” 

“pbvestors are not compensated for buying uulrtyenrerprises from their previous o m e  rs... Instead, 
they are compensated for devoting capital to the public service.” 

- Chapter XI, ‘Ongina I Cost v x m  Sdmquent Acquisition Cod’ szction. 

14 As ciced in “Principles of Public UtilityPa[es” ( a a p t e r  Xn, ‘‘Oiigmal Cost V e n u s  Subsequent Acquisition Cos t ”  
seccion.) 
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"The foregoing conclusion is subject to revision if the transfer of the properties to their present 
corporate owner wds an essential, or at least a desirable, part of a program of integration, iun;fied in 
the public interest forthe purpose of securing operating efficiencies that vmdd offset any 
unavoidable excess in acquisition costs over original costs. In such a situarion.. a claim by the 
[purchasing] companyhx its purchase of the acquired properties vm, in effecr, a devouon of capital 
to the public service, cannot be dismissed as withour merit." 

- lbid 

Dn such a situation, the purchasingl "companymayproperlyreceive an opportunityto prove irs 
claims, although difficulties of proof are serious. Proof should be more readily adduced with respect 
to mergers and acquisitions, the terms of which have first been cleared with the re* 
commission after a full public hearing and investigation" 

- Ibid 

Thus, Bonbxight's view is the acquisition cost is not aperrse contribution to the public service w m t i n g  a 
return - unless: 

1) The acquisition ~ i a s  justified in the public interest, and 
2) The acquisition costs allowed mre  set after a full public he+ and investiggon. 

Therefore the Commission should not do what Judge Hand warned about, it should not "simplyallow any 
cost above original cost to be included in rate base". It should follow Professor Bonbright's pathmayto 
consider whether "the transfer of the properties to their present corporate owner mlas an essential, or at Lax 
a desirable, part of a program of integration, justified in the public interest" by evaluahg such claims through 
the hearing process. 

This view is also reflected in Mr. Olea's recent memorandum on acquisitions: 

"The Commission should not provide ratemakq incentives for consolidarion simplyfor the salie of 
consolidatioa In order for an incentive to be appropriate, the water companyseehg the incentive 
must showthat the consolidation will provide clear and tangible benefits to ratepayers in an 
amount that is at least equal to the proposed incentive. Furthermore, an incentbe should not be 
awarded unless the purchase price is the product of an arm's le%& negotiarioa The fact tha[ a 
consolidation may provide benefits to the respective sytem' shareholderdowners is not a factor 
that should support a m d  of an incentive." [Emphasis added] 

While -m &oleheartedlyagree with nearlyeveqthq Mr. Olea states in that pangaph, ve caution the 
Commission on thc highlghted t e m  Q...th the benefrts of consolidation to determine if they are "at 
least equal to the proposed incentive" is not possible, and with all due respect to our friend and colleagg, 
that efforr does not address the real reasons for consolidation. 

The U.S. Drought Monkor shows the severkyof the IVests and AI~ZQM'S drought, It is nomhown, for 
cerrain, that the Colorado River -vas over-allocated and that the River is more volatile than anyone 
anticipated. A&OM has been in persistent drought conditions for over a decade and it appears that rain and 
snowfall are now mon vobde and d remain so, mfiatever the cause. 

ADWR is correct in stating the need for significant increwes in x a e r  monitoring, conservation, reclaimed 
water reuse, and the need to begin la+- the groundnark for desalination. Those are vastly expensive 
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individual elements - and )a, Arizona needs to &a all those steps and begin doing so today, Arizona is at 
the end of the ”cheap natef‘ era and at the forefront of a w d d  in which Rarer is mre scarce, more valuable, 
and more expensive. 

c~nsolidations d be veryunklyto “pencil out” in the nearterm- because the cheapest course of action 
in the near term is hay5 to do nothulg. But over the longer term, within the next decade and certainly 
beyond that Ftater is going to becorm expensive and d require h_l%yI sophisticated, financdly strong mater 
management companies. ?hat is the true benefit from consolidation - and that should be the test the 
Commission applies when considering consolidations and acquisition premiums. 

The Commission should evaluate applications for acquisition adjustmenu on a case-bycase basis, but it 
muld be well served by e s t ab l i sk  that there is a compehg public interest in seeing the mazr industry 
strenggened through a pro,gam of acquisitions that lead to consolidation 

The Commission should adopt an acquisition policysitnilar to those of Pennsylvania’s Public Utihty 
CommissiorL1j Pennsylvania’s policy lays OUL a few major points: 

* 

The iment of the policy is to increase mergers and acquisitions to achieve regionahation 
Each acquisition must serve the public interest. 
Acquired sjxtems are below a certain size (3,300 connections), and the acquired sjstems ma: 

o Notviable; 
o 

o 

In violxion of statutory or reguktory standards concerning h e  safety, adequacy, efficiency 
or reasonableness of service and facilities; 
F a h g  to comply, within a reasonable period of time, w;th any order of the Department of 
Environmental Protection or the Commission 

Here we must note that the above criteria from Pennsyivania should not be construed as npiring each of 
those elements. To do so n.ould be to instanrlycreate an incredibly perverse and dangerous incentive for 
s d  systems to ignore statutes, regulations and orders. ne Pennsylvania model simplylays out three 
criteria, anyone of d i c h  (combined with the prerequisite limit on system size) can bz evidence of “public 
interest” in the acquisition and thm the  a w d m g  of an acquisition adjusunent. 

Pennsyivania also allom an ROE premium to be combined with the acquisition to address and incent 
“usociared improventent COSK.” Meaning that, if the acquired uuhy has sgdicant investment needs, the 
Pennsylvania PUC can provide an ROE premium to make the acquisition of the troubled slstem even more 
a&e. 

In an interview in Ar;zona Regulatory Reports, Pennsylvania PUC chairman Robert Pondson explained that 
Pennsylvania’s “policy of encowaging regionalization and consolidarion via her-agency coopemion and 
acquisition incentives has resulted in improved mter quaLty and service reliabilityfor many customers 
throughout OUT state”, Such a resulc is by itself meaninb&d, but Mr. Powelson also explained that “customers 
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who were previously faced mi& chronically non-compliant service from small, marginally viable provide& 
wre  now seeing improved quality, reliability, and safety in their utilrtyservice.16 

That same article provided the following graph which demonstrates exactly how effecrive the Pennsyivania 
policy has been in incenting consolidation: 

Pennsylvania Policy S ta tement  o n  Acquisition Incentives 
5 2  Penn. Adrnin. Code 5 5  69.711.69.721 

Reoional consolidations - authorizinp the unification of peopraphicallv close systems 

It k quite possible that a company could acquire a smaller company that is situated in close proxkky to some 
other companies they o m  These companies could for various reasons be consolidated into a regional entity 
with common rates, operations and management. Tnis could occur if there were common facilities, shared 
xater supply or potential economies of scale. For example, maybe the newly acquired company has a well 
that can pump more water than is needed and the neighboring company faced a shonage of Rater. It may be 
more cost effective to run pipe from the producing n d  to the other company’s system than to drill new 
web.  There are many other e.uamples of whyregional consolidation makes good business sense, most of 
nhich are so obvious that they needn’t be repeated here. 

R a t e o f r e t u r n o n 7  (ROE) premiums 

To narroniy tailor the mtemahng incentive to the behavior that the Commission mnts to e n c o q e ,  the 
Commission could consider specific risk adjustmenu to the acquiring company’s return on equity (“ROE”). 
The riskzdjustment to the ROE could be limited to the system improvements (once completed) that are 
needed either to bring the acquired water system into compliance or to address q d t y o f  service issues, 
sirmlar to Pennsylvania’s “associated improvement costs” reason for an enhanced ROE. 

‘ 5  h n a  Re,datoIyR.epons, Issue 11-4, A y p t  201 1 
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Focusing on the ROE in this manner more narrowfytailors the wmaktng incentive to the behavior that the 
Commission p;odd like to promote: the acquisition of smaller, troubled mter companies by larger, mell 
managed companies &the subsequent completion of system knprovemenrs. 

Under this approach, the purchase price in the acquisition could be irrelevant; ie., the ROE premium on its 
o m  could e n c o q e  and incent the acquisition without the need for an acquisition adjustment to rate base. 
The bqer m d d  retain the incentive to n e g o k  the best possible purchase price (because he would know 
thar h e  Commission %-odd not increase the rate base by the acquisition premium), and the seller would have 
kss reason to expect that an infiated purchase price could be simplypassed on to ratepajm. At the same 
time, the b q r r  vrrould have an incentive to purchase a troubled m e r  company because he m-ould h o w  that 
the subsequent prudent investments that are necessaryto improve the acquired system could be eligible for a 
hgher ROE. 

The precise adjusunent KO ROE mould need to be determined in a case that is filed after the system 
improvements have been mde. For example, if the ROE anal~is in a rate case resulted in an ROE of 9 
percent, and if the risk adjustment Ftere 100 basis points, the ROE for the system improvements mould be 10 
percent, and the ROE for the remainder of the system muld be 9 percent The Commission may also m n t  
to consider whether the sjmm improvements v , d d  continue to bc ehgiile for an adjusced ROE in 
subsequent cases. 

It is impoxtant to recognize that both of the ratemalang mechanisms discussed herein (the acquisition 
premium and the ROE adjustment) will result in higher mes. 

Cash flow/oDerahnp mate;n inducements 

The water and w e - m t e r  industry can only be consolidated by a) making companies viable, and b) incenting 
the acquisition of non-viable or challenged utilities. lhis view mas preciselyespoused in the Commission's 
1999 lVar,er TaskForce report, and it v,as repeatedly stated in the Commission's 2011 Water Worlshops. 
Very often in the review of acquisition policies the former point is forgonen, ie. that strenggening viability is 
an essential tool in consolidating the industry, 

''[S]mau mater &es are clearly more rk!iythan krge mter mikes and theorywodd support the 
notionhat the required return on investment should be higher for small materthan for large v,aer 
companies ,"I7 

By strenggening the viability of water and wstemter udities, the companies become economically a&ve 
nithout the need for an acquisition adjustment. Encouraging friendly mergers and acquisitions by ensuing 
financial viabllrty is likely to be a laxer cost path toFCard consolidahg the industry and achieving economies 
of scope and scale. 

The Commission's recent decision to consider adjusting utility ckssification revenue thresholds 10 account 
for inflation is likely to be useful in this regard, because it is likely to make rate case filings less costly and 
simpler for s d  and medium-slzed-+,ater and mtena te r  d t i e s .  A second step the Commission should 
consider is increasing the ope+- margin that is provided to utilities that lack rate base, as is the case for 
most small sjstems. A range should be established by the Commission after careful consideration Criteria 
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should be developed to allow the Commission to have the flexibiltyto set the percentage on a case by case 
basis. Currently, the Commission allows operating margins from 5 to 2P/o (akhough the authors’ experience 
is that the margin is usuallyaround 100/0). Byway of comparison, in California, the smallest wafer utilities 
there - the U a s s  C and D companies - receive operating margins of 20.73% and 22.08% respectively.18 

The  California position is supported by its detennimion that “a smal l  wavr uul i tys  earned me of return is 
sipficanrlygreater than that of a large waxer d t y .  Small m e r  utilities also face greater operating risk and 
muchgreaterregularoryrisksthankrgeFcaterutilities.”*9 

The k y  consideration here is that an operating margin is not the same thing as a rate of renun - indeed one 
look at the California Public uulity Commission’s most recent order on rates of return and operating margins 
show that the operating margin is about twice as large as the me of r e m  To manypeople that will be 
bewildering - but wfiat one must remember is that an operating margin is not the “return” for the investors 
and owners of a *, it is simply what they have left after paying their operating expenses. Thek operating 
margin is h they have available to deal with any operational or financial challenge - the California PUC 
explicitlytakes “into account the hlgh operational risk faced by Class C and D m e r  &hies” and grants 
them operating margins nearly mice the size of a traditional rate of retum - the reason is that a key “factor 
conuibming to small  vaer utility operating risk is their very hgh operating expenses to operating revenue 
fastor.”Z* 

A g g  bear in mind that a small s).stem using an operating margin is, by definition, a qxem mithout 
significant rate base - it lacks financeable assets, thu it must operate on a cash flowbasis. Any significant 
operational or financial challenge must be dealt with in cash, not financing. Therefore it is essential that 
operaring margins for small systems be increajed to levek at least similar to those in California’s regulated 
industry. 

Those first two steps, adjusting lnrlrty classifications to account for inflation (thus reducing the tinx and 
expense of rate case f@), and providmg a healthy operating margk d dramatically improve the abhyof 
Arizona’s smal l  m e r  and mtewater providers to deal d the environmental and regulatory challenges that 
layin their nearfuture. 

Those steps 
&gin getting a good lookat the indumyas it actuallye >as=... Most of these systems haven’t filed a rate case 
in decades, and the Commission franlily has no idea dm their situation and strengg may be. By incenting 
the f h g  of rate cases, the Commksion d get a real look at the smal l  mater situation in Arizona 

The effect of those mo steps d be to make the industtyhealthier and more transparent. Both are essential 
to &ahg with Arizona’s m e r  challenges, and to beginning to consolidate a highlyfragmented industry. 

Acquisitions are hampered not only by the lack of an xquisition adjustment incentke and the inability to 
consolidate rates (more on that later); they are also gready hampered by the fact that m y  small sjstems are 
financiallyunhealthy and there is no real way to evaluate a company’s position before one makes an offer and 
gets access to its boob and records. Rate cases solve both those challenges and d make it easier for 

incent smal l  mater and qaste-ater utilities to file me cases - allowing the Commission to 

18 See Attachment 2 
19 “Vater Eility Risk and Return”, Page 1 

Ibid, Page 16 
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consolidators to evaluate and identify good acquisition oppormaities, and to use real information to evaluate 
and negotiate a fair price. 

Before concludmg this sectbn, w must h.ghl&t the fact that in Arizona, many s d  mater companies have 
demonstrated verysigdicant challenges interpreting and navigting the Corporation Commission’s me case 
process. ?his is not an indictment of the A r i r o ~  Commission, it is a common problem “Manysmall m a r  
utilities have M e  or no contact with the Commission until they experience major f;d or operational 
diffi&.” ’That quote describes A r i z o ~  and many other states, but it is from ”Water UrilrtyRiskand 
Return’’ published by the California PVC, describing California’s regulatoryclinmte.21 

Therefore we urge the Commirsion KO consider establishmg an Ombudsman office - d e d  with an 
accountant, an engineer, and an attorney. The Ombudsman office wuld have m~ missions: First, to assist 
s d  companies after they file a rate case or a financing application; and second, to conduct ouueach to the 
s d  mater industry and to customers of small Racer systems KO explain the Commission and its processes. 
They would not be there to represent the company but to assist them through the process. AU too often, 
companies and customers are as confused as anpne by the Commission’s work 7lxu is in no one’s interest. 

Those steps, if combined with a Commission policy allowing rate consolidation, will lead to significant 
consolidation. 

Should the Commission wish to further incent m e  case f k s ,  it could considcr an incentive along the  lines 
of this, again from “Water Utility Risk and Return”: 

“For h e v e r  reason, many small &es do not come in for needed rate increases. Allowing 
automatic rate adjusunsnts which could be set to an index &.odd allow the utility to recover those 
expenses that are out of the control of the utLLiEy. Therefore, the recovery of lost or gained revenues 
are not adjusted when the LIT&Y saves or ~ a s t e s  money and h e  stockholders pill bear these gains or 
costs. Indexing d also preserve the incentives found with test jrar raremahg.”~ 

An example of such an adjustment w u l d  be a power supply adjustor - allowing those, on a case by case 
basis, but only after the company files a rate case and gets Commission approval, could provide an adckional 
incentive to file m e  cases, and could also reduce small mater companies operating revenue risk 

~ 

21 ‘‘IVanx U d l i ~ R k k  and Return”, Page 12 
u Ibid, Page 23 
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SECTION FOUR: CONSOLIDATION OPPORTUNITIES 

To achieve m&um economics of scale will require the Commission to begin c o m o l i M  rates within 
each why, and consolidating the industry into larger more viable parent companies. These approaches will 
allow water syxems to deal with unexpected costs and to artract capital on more reasonable terms. When one 
thinks about unexpected costs, most people think of well failures, but it also includes addtd and changed 
water qualityregulauons and stan&&, increasing costs for CAGRD and CAP mer,  and increasing power 
costs. Additionally, changs to w e r  qualttystandards, as occurred in the case of Arsenic, have significant 
costs and effects on customer bills. Consolidation of rates among a f f h e d  systems and consolidation of the 
indutry heLC can mitigate those impacts. 

Rate Consolidation 

The first component of consolidation deals with consolidating the rates of affiliated systems. The 
Commission has consolidated the rates of aff i ied sjxtems in the pan - notably Liberty Water's McLain and 
Suarise systems in Cochise  gun^ and the Commission has also deconsolidated the rates of a f f h d  
systems - notablyhthem and &pa Fria in Maricopa Comty.23 . In both cases, the Commission 
determination centered on customer rate impacts. 

The electric, gas and telecommunications industries have long recognized that under rate consolidation more 
people have better service at a reasonable price. Under rate consolidation the regulatorypnxess is b o  less 
cumbersome and expensive to both the public and the company involved. Consolidation avoids multiplicity 
of rate cases for each individual syxem, and simplifies &e handltng of questions and compkints by the 
regulatorycommissions. And it strenggens the ab* of utilities to witktand regulatory changes, 
environmental challenges, and economic challenges byspreadq those costs over a larger, common, group of 
customers, ie., bytal.ang advantage of the economic fact that economies of scale exist 

One difference between the electric, gas and telecommunicarions industry and the water companies that must 
be addressed is that the other utilities customers all share common uansmksion sy-stems. It wuld be 
necessary for the Commission to determine what factors are applicable in the water and mstewter 
consolidarion decision Factors may include but not be limited to common -+mer resources, ie., same aqufer, 
or common utildymanagement, Le., shared plant, shared services, common management, shared staff or 
h e  need for shared wter sources, Le. CAP or other surface Rater that requires large treatment systems. 

As mentioned in the previous section, in order to achieve a wide spread, sgmficult consolidation of the 
industry, rate base acquisition adjustments, allonance for regional consolidations, rate of r e m  on equity 
premiums, cash flow and opzrating margin policies that strenggen sma l l  water companies must become tools 
that the Commission u d i z e s  to encourage regional and integrated consolidation. This muld allow the 
Commission greater flexibrlrcyro pick the tool that best firs the situation 

23 We note that recently, anorher developnent, Cone Bella, has peutioned the C o d s i o n  to deconsolidate themelves 
from 

I 

FGa, thus continuing to deconsolidate a once-regional operadon. 
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SECTION FIVE: SUMMARY AND RECO~~MENDATIONS 

In the final a.&xis, me believe that Arizona’s environmenral re%, and its expected population gr0w.h in 
areas served p d y  by private water and wxstemxer uril;ties are sufficient justific&on for e m b a r h g  on a 
Commission poky supporting and incenting consolidat;on of the private water industry. Arizona’s water 
situation is not ”dire” but it is, as it almys has been, complex, challenging, and ever-changq. Knowing that 
the majority of small water s).stems lack financial and operational strength and knowing that Arizona’s water 
siruation is becoming more diffidt is all the evidence the Commission needs to embark on a policy of 
consolidacing and strengthening the industry before Arizona’s popuktion doubles in s i x .  

But there are other benefits which we have also established in this paper. Customers will benefit from 
economies of scope and scale; the Commission d get a firmer gasp of the actual real-world financial and 
operational situation that small mater companies face; the Commission will have greater oven& into the 
industry- and the industry &elf will becom much more transparent; and fe, Arizona residents 4 
receive what Pennsyivan;a’s PUC -as able to main for its residents: improved q u d q  reIiabdq, and safety in 
their utilnyservice. 

Paul \V&r 
chairman 
Arizonans for Responsible 
Vater Policy 

Pat Qunn 
Director 
Arizona Residential U d q  
Consumers Office 
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EXECUTIVE SUMMARY 

The Chall, =nEe 
For over a cenrury, k i r o n a n s  have faced challenges in ensuring that there are sufficient and sustainable 
water  supplies 2nd have successfully drveloptd water supplies for a~ricuRun1, industrial and domtnk 
uses Arizona has EEgresssivrIy taken the a m o n s  necessarf t o  enxurc that svfihcitnr and dependable 
warrr  supplier 2re auziIz-bie for hs long-term economic nzbility. While diverse, thest  actions have 
shared a common premise of k i n g  solution-oriented, meetin?. not onfy the immediate needs of the  
State, bur more imporrantfy addressing the  furure challengcs Mionan ' s  would face. Followinz in that 
tradnion of n r a t e , ~  pknning and anion,  Arizona now must fzce rt nen challenge in wmer  supply 
:tcurity and  m a n z a e n c n t  We zre  a t  the crossroads of havinz to decide what actions w t  will Rke to 
meet those challenges. 

Over the Ian f h e  years, lk Arizona Depanmenr of 
Warer Resources (ADWR), in pannrrship with 
many in A r i r o ~ ' ~  water commun-0  has 
panicipattd in the development of 2 

cornpehensivc wafer supply and demand analysis 
for Arizona through rht wof' of the Water 
Reswrces DtvrIopmmt Commission WRDC]. At 
t h t  szme time, Arizona hts atso been aaivety 
working wkii Ehz US. Euretu of Reclama:ion 
('Redamation'] and ti;= other  s a  Cotorado Rrftr 
ks in  Srates (coiltcrivtly, the %sin Srate:"), [see 
Figurc E S - 1 )  to identify projected supply and 
d tmand imbzlances o n  thr entire Colorado River 
system, culminzzing in the Co!ondo River Bzsin 
Water Sup& and Demand S t u e  (%sin Studf) .  
Throuzh the ivork of the LVRDC and rhe Basin 
Stuby. w e  hzve idtntifEd t long-iefm imSalance 
between zvziIable supplis and projected water 
cjemznds Over the n m  1 0  years of up KO 3 million 
acre-feet. Our challenge ij 10 explore viable 
mlutions IO address rnis projected imbalance and 
inirizte t k  action n x e r r t n ;  to develop those 
cwlurjon:. 

The process to meet zhese challenges has already begun on tivo f r o n s .  Rrn, in cmptra;ion with 
Reclarnzrion and the other  Basin S a t e s ,  ADWR (along with s e v m l  Arizom siakthaiders) is actively 
participating in a process t o  identrfy rnuldple Basinwide solutions including demznd m z n z g m e n i ;  
reuse of r tc la imtd o r  recycled wzier; analyzing the \lizbility of w i e r  rnnsfers; analysis of alrernztkje 
w z w  manzgemcnt s m t q $ s  (E.& VJai2r  Banking in the Uppsr E x i n ) ;  watershhtd r n z n a ~ e m e n t ;  and 
importar im of s v a w  supplies from otmide of the  Colorado River Easin. Secondiy, a t  rhe requen of ._ 
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that tdenhfits possible nratt,ctes and proleas to punue t o  reduce these imbalances. This Strateelc 
Ytsion m a t t s  the framework for analysis of potential strategies and provides contexf for maxirnrzinz 
them t o  address the  needs of multiple waizr  uses across the Sraxe 

This Stratepic V i m  for Arizona i s  a necessary f i r s  step in this process. W e  hzv t  completed the infiizl 
analysis of the chrlltnges faced by Arizonans and have organized the: State into twenty-two solv;ion 
oriented 'Plannine h e a r '  (see Figur? €5-2). The n+X; logial n t p  i s  to  identifL possib!e strategies t o  
address projtcred imbalances. White mzny of the  mechanisms necessary to address our furure 
imbaltnces are available today, there are still limiied supplies. A comprehensive Strategic Vision t h a t  
identifies viable strategies will arsin al l  water users in Arizona to come together KO address our needs. 

Strategic Vision 
Planning Areas 
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History 
While we reside in what some pt rc t r r t  as  
B harsh environment. those with grezi 
vaion and leadership have bamesstd the 
narural resources needed t o  supporr 2 

thnving Arizona economy. This vision 
naned wtll before narchood. Firn, 
bezinninz with the passzpe of iht 1902 
Nationzl Reclamation A a  and the effons 
of the Sa i l  River Valley Lvater Ustr': 
kssociarion (SRP), Ob'N 200,cxM m e s  of 
pnva:e ranching and k r m  lznds in the 
Phoenix area wzs pledzed 8s collateral for 
the construrnn of Roo~vei ;  Darn in 1903. 
with a reservoir :range capaciry of ntariy 
1.4 nillion acre-feet' (MAF) (see Figure ES- 
31. At t h e  same time Cemnl moria v a s  
harntssin: the  Sah River, deutiopmen; of 
thc waters of the Co!orado Giver wzs also 
taking shape, culminating w e r  50 year: 
later, a ~ t r  a zener of Ids21 and poirricat 
struggles, in the at7horira:im cf the 
Centnl Arironz Projecr ( U P )  in 1966 (see 
Figure ESr"]. 

For dtczde5 Arizona's groundvizter 

supplies were mznz,-td rhrcugh t k  

Court's until 1950, whtn rh: Arizona 
Legislzture adopted one of t h e  rnozr 
comprehensive &roundwarer mznage- 
meni s t m e g i a  in thc U.I .  - the 19% 
G rou n dwa t 2 r M a nag em +nt Act ( G MA). 
I nc frxnework of the GbW i5 inrrnded to 
proIea existing wzier users and serve 
new uses viizh non-groundwzer supptks, 
presewinp the  groundwxer suppiy zs for 
future shonzges. The Ghti? aablishtd t 

-. 

timelrne for reduction anG elimination of groundvnter pumping in certain areas of the Stzte; dsiDna[inz 
kcrive FAznagemen: Areas (AhlACIJ and i@adon Non-Evansion Areas ( INA) to fzcil i tate this process (see 
Figure ES-5). 
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Addressing the  needs 07 Arizona's tribal communities was also an imponan: p a n  of Arizona's Water 
management hinorf .  The Srxe of Arizona and non-Indian water u:m have been working for decades 
to develop equitable distribution of Arizona's v e t e r  supplit5 in cooperation wirh ks tribal tommunirtts 
through senftment of these dzuns. 

.: , , F 

r r<r , .2  . -.., - fi c. - , 
r.+ ." ... t. L J Y I Y  

Active hfanagement Areas 'rj ~ ,?..,A - , ~. " * u 
and Irrigation Hon-Expansion Areas - -  I ~ +.. 

et i .,* ...I ". 

Wate r  conservation and reuse of water supplies is the cornerstone of Arizona's Water use hinory 
Frirona leads the nation in w r f f  tonsmarion aad the reuse of treated WaRevfatef (reclaimed water) 
Water conservation continues to be the foundarian of Arizona's water rnanag?ement n r a r 2 3 .  The Sta:e 
of Arizona and its ti-jzcins ~ Z M  achieved unpzralleltd water supph improvement5 t h r o u a  
implemenrat'ion of conserration m e s s u r s  and pnstices t h a t  serve as a model for warer mznzgers 
throughout the world. Since the 2doptbn cf the G M A  in 1980 and subsequent refinemenu to I= 

nzndztory water  consrnatim ctqrtirements. Arizona has seen significant improvemen: in w a f e r  u:? 
efficier~icr, as iliusrrzted in Frgu:e ES-6, below. 0 
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mandatory water conservation rcqulrerntnn, knzona ha: s t t n  sipnficanr improvtmtnr in waxer us1 
cfficrtncks. a s  illuRRted in Figure ES-6. btlow. 

Arizona, along wkh Californiz, Florida, and Texas, also Izzd: the  nation in uri!iration of reclaimed watt?. 
A signficant porrion Of the  redaimed water produced in Arizona is reused for landscape irrizathn, 
azricuttunl irrigation. power generation, i r r is t ion of parks and schools and artificially :echarptd into 
groundwater aquifers. A ponion of the  rtclaimed water i: 2150 discharged inro the beds of rkders and 
nreans, btnefrtinz t h e  environmeni bv providinp habiiat for VJl!dl%? and addine aesthtiic and ecanornir 
value to Arizona's l a n d m p e .  

Arizona Water Use, Population and 
Economic Growth (1957-2011) 
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A s  developmen; expznded throuzhout Arizona and a5 tho Stare moved close; to  full uulrration of irs 
diverse v r t e r  porifolio, Ar izcnm adopted dtnzrnrc v m e r  rnanagemtnt strategi ts to address t h e  issues 
they encountered. including Undereround Storwe and Recovery and Wzrer Banking of unused supplies, 
adoption of l w e a r  Assured Waxer Surr~lv Ruks for all n2w development, and the creztion of the 
Central 4rizona Groundwater Reolcnishrnenr D i m  ICAGRD) to meet th? needs of cornrnuniries 
wlthout direct 2cce55 to renemble vcz:sf S U D D ~ ~ : .  
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The achievements ourlined a t w e  sewe as a guide for future planning as they are t h e  rcsuk of strong 
commkmenz and significant invenments in t imt  and money to realize the benefits of the projens. 
Enablishing and pursuing a vision for m i e r  securily for future generations of Arizonans mun begin well 
in advance of th? need in order to ensure orduly development. avoid economic disruption, and protecr 
the unique znd precious environment that we a l l  enjoy. Many of the elements of Miona's water 
development history were shapd by creative public/prrJate partnerships. Such anan,jements arc likely 
t o  become more common and necessary, the federal government's role in water development 
projccu continues to evolve. 

Future Water Supplies & Demands 
The mmtn i  challenge facing Arhonz is that, atihough the Siate has an exining solid water manazement 
fwndation, water demands driven by future economic development are anticipated to o d p  existin2 
supplies. Addirionally, the &ailability of surface water suppiits have been reduced in recent yezrs as 
droughi conditions have been experienced localty and throughout the Colondo River ksin. Questions 
about fliture climatt conditions add zddiiionzl unceminry to our abiliTy to maintain an appropriate 
balance between dunand: and supply. Water resource planning eXom zre instrumental in t h t  
identifintion End evaluation of the:? chzllenges. Arircna has been actively evaluating furure water 
supply and demand conditions for decaes. 

Every tsn ytzrs, consiscnt vLih 5:a:e s t a ~ t ,  ADWR assesses wxer  supply and demznd conditions in 

each of the S ~ a ~ e ' s  AhIAs, primarily to evaluare r h e  abiiiry to achieve the management goals identified 
by the Legislature for each AMA undtr the GP4k In 20CS and 2010, in antidpation of the n=xt 
Manzgernent Plan, A D W R  developed B demand and supply zssessmcnt for each of the fwe AF,lk to. (I) 
evzfuate i;s current satus and ability to achitve the n r u t o r y  wat2r manzgement goals for th t se  five 
arezs and ( 2 )  to frzrne the discussions for akernztivr management s t n t t g i t s  needed to meet and 
maintain those emls. Addi?ionzlly, ADWF! also  produced the Arizona Wmer Atlas (Atlas) in 2010 
providing wz-ter-refated informzrion on a local, regional and saiewide level to frzrne and supporr water 
plznning and development efforts. Tht dtvelopment of the Atlas also spurred the development of a 
satewide wzter resources data reposirory hous2d a t  ADWR, which i s  continuously updzrtd as wzter use 
informarion i s  reponed 3rd collected These are on-ping  effons that allow both for focus on speci5c 
regions ofthe State and provide pdsi and present wtter use information. 

Since 19E-9, Ariionz has also developed. or parrnerrd in. comprehensive and prosptctrve natewdt and 
nulrHtzte planning eKom ( E  ltst of t h s e  effons I S  identified in Appendix 111 of ihc SVaKegiC Vision) 
More recently, the WRDC was an At-konz-onfy ef ion identifying projected furure n r e w i d e  waier 
demends and availabk Warer supplies for tht n m  100 years. Estimates for population growth in 
Arizona fo: the yezrs 2035, 2050 and 2110 are 10.5, 13.3 2nd YE3 million people, respectively. Annual 
water demand is  expected to grow from current levels of 6.9 M A F  to between 8.2 and 8.6 AfAF in 2035, 
behveen 8.6 and 9.1 FAAF in 2060 and berviern 9.9 and 10.5 million acre-feet per year in 2110. 

Th? Easin Srudy was dgveloped IO define current and  future imbalances between projected demands 
and Colorado R6.w wrer  suppiy zvailabiliq in the Colondo River Basin and the adjzcent areas tha: 
receive water from the Colondo Rivcr, through 2 O a .  This enenwe study enirnated that  population 
wrhtn th2 study ?rea i i  projmed i o  increax from &out 40 million people in 2015 to betvierln $9 4 
rnii!tm and 76.5 millron people ur,dcr the slow growth and a rapid grovfih scenario. reipcctwrly. As a 3 2  

13 
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resuk of t'lh increazed population, and factoring in Mexico's 1.5 M A F  1944 Trraty albtmen: and losses 
due to e-aporation and qnem operations, projected demands in the  Basin art anticipzred t o  nnge 
bilWtvrttn 18.1 MAF (slow grOwt9 scenario) and 20.4 M A F  (Rpid growth xenzrio). Over the p a n  10 
years, the Color-sdo !?refs riitld has avenged a S 0 a  15.3 MAF annualty. Cornparin2 the median water 
demand P r O g c t b n S  to the iWdI2n viaiel SuPPly projecrions, the lonp:etm projraeo ksin-widr 
irnbalmce i s  emnated to be 3.2 PAAF by 2060. The actual imbalance may be much IaEer, or could b t  
sltghtkf smaller. depending on rhe avaiiability of water and actual g r o w h  expcrknctd in the  reaion 

Oppoeunities 82 Chalten~es 
Arirona is characterized by widely 
diverse gtognphic zones, ranging 
from formed mountains to  and 
desem. These are25 havr 
dissirnibr d ima i t s  8 nd 
p:ecipirz:ion regimes, resulting in 
g e z t  varizbiliq it. and accessibiflty 
to, surface water supplies. Arizona 
is also geobg%al?y compkx. which 
irn3C.t the aMiizbiiitt.. qual* and 
acctssibilirf of groundwztcr 
supplirs. Arizona is also unique in 
fis I a , d  ownzrship pzncrns. Less 
*,f;an 16 percent of the land wirhin 
the S n r +  is undtr pi-ivare 
ovmenhip. Si3t.t frusi Land, 
edninistfed Dy the Arizona Stzte 
Land D e p e m t n i  (ASLD) comprises 
almon 13 perctnr of the land, wirn 
the femtining 63 Wrceni in eiiher 
Fedtraf of lndizn omemhip  (see 
Ftgure €S-/7. This ovintrship is also 
o R t n  fmmented, wkfi Federal, 
Snte, and private land holdings 
assembled in 2, 'checkerboard' 
kshion that funher cornplicam 
the devekpmen: and u e m i o n  of 
cornprthensivt and coh.esr/e land 
and w t t r  mznagtmrnr m t e g i r s .  

Another facot in the complexlry of developing w8tcr  supplies 15 the Anzona water law synem, a 
complex mMwf of State and federal laws, with groundwater and surface waier lzrgciy r e p l a r e d  undtr 
sepsntc mrsrier acd rules. \Vhik the  groundwater rnanzgemsnt  synern prirnaiity apphts inside 
designated AMAs and I t i s ,  Lne surface water  system (except for Colondo Rker supple:) IS 

zdmtnGrered nzrewrde Colorado R w t r  supplies 2re managed rn coopention wrih the State, blrt 
C C I ~ ~ ~ Z C T Z  for Colorado R r w  \vEter are initiated r h r o q h  the  US Sscrerary of the Intcnor 2nd 3 
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administered by Reclamation. Redaimed water is managed under a complettfy different K t  of 
regulations and policies, and itr management framework was significunttv influenced by case law', This  
legal compkxi i  adds to  the challenge of ensuring t h a t  adequate supplia exist to meet the demands 
amoss the state. 

Further adding to the legal complexitii within the State are the on-going general Rream adjudications 
of the Gila and L i n k  Colorado Rivers. General Stream adjudications are judkial proceedmgs to 
determine M establish the extent and priority of water rights. The Gila River and the  Little Colorado 
River adjudications were initiated in 1974 and indude water uses and daims by both state and federal 
entities. The State parties include munkialities, mines, utility companies, private water providers, 
water use6 associations, consewation disrricn, irrigation dirtrim, state age- and individual water 
users Mat refy on water diverred from rtrearns, lakes, springs, stored in reservoirs of nockponds, and 
withdrawn from wells. Within these proceedingr, water rights are also behg adjudicated for water UKS 
on Indian reservations and federal lands indudiig military installations, conservation areas, parks and 
forests, monuments, memorials, and wilderness areas. These water uses may indude both surface 
water (no&bm& River) and groundwater in certain instances. As of July 2013, there are 83,244 
surface water claims in the G i b  RNer Adjudicration and 14,522 claims in t h e  Little Cdorado RNH 
A d j u d - h n .  While progress on the adjudication process has  been complicated by the  diversity of 
water usen and claimants, the  State has ma& significant progress in reducing uncertainty through 
execmion of Indian Se~ements resohiog in whole or in part 13  of the 22 tribal daims through Court 
Decrees or negotiations culminating in Congressionally authorized settlements. 

Over the n m  25 to 100 years, Arizona will need to idenrity and devebp an additional 900,COO to 3 2  
MAF of water supp(ies to meet the projected water demands. While there may be viable local water 
mpplies that that have not yet k e n  developed, water supply acqu iwn  and/or importation Will k 
required for some areas of the State to realire their growth potential. Examples of these potenrial 
supplies are: 

I) Non-Jndian A . g r i c ~ l ~ r a l  Pr io r i t y  CAP water; 
2) Reclaimed waterjwafer reuse for M k h  there i s  not yet delrfery M storage infrastructure 

comtructed to  pm it to direct or ind~ec t  use; 
3) Groundwater in storage (both potable & brackish supplies); 
4) Water supplies developed from revbed warenhed management practices; 
5) Water supplieS developed through weaCher modification; 
6) Water supplks developed from largexak w- macro minwater harveninkdjnormwater capture; and 
7) Importation or exchange of new water supplies developed outside of Arizona (e.& ocean 

desalination]. 

Strateeic Vision 
Arizona could be facing a vnter suppty imbalance between projected demands and water supply 
availability approaching 1 million acre-fcer in the next 25 ro 50 years. In many portions of rhe State, this 
short ferm imbahnce can l i k e l y  be solved wirh enhanced management of localt), available water 
supplies. However, t k r e  i s  gill a need to develop t h e  financing to  construct the inframumre 
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necessary to  accomplish this. The -mbalance is p r o v e d  to increase by an additional 2.3 MAF by the 
year 2110. The availability of local water supplies t o  meet these needs will vary bas.& on the 
distribution and i n t e r n  of the demands throughout each region of the State. The mesxs imposed by 
bese imbalances would be experienced by all water using smon in t h e  State and would likely have 
undesiraMe environmental consequences. 

Local water supplies may not be sufficient to address these longer term needs and more options rnw 
be explored and evaluated, including importation of new water supplies from outside of Arizona. 
Pursuit of long-term options will require sustained investment and commitment by Arizona's poky  and 
business kaders. In order to avoid economic disruption, these efforts rnw begin immediately t o  
ensure the bng-term solutions are in place in advance of the need and rhe environment that maku 
Arizona unique is adequately and appropriately protected. 

Regional Strategies 
No singie stratcgy can address projected water supply imbalances across the State. l m e a d  a portfdio 
of mmegies needs KO be implemented dependent on the needs of each area of the State. It i s  very 
important to recognize thc uniqueness of t h e  various regions throughout the State and the wrying 
chalknges facing those regions. A mMe thorough regional overview and  evaluation of the water suppiy 
ne& K required for each of the twenty-two 'Planning Areas' within Arizona and i s  contabKd in Section 
111 of the Strategic WMn. These Planning Areas (see Figure €5 -2) have k e n  identified based on possible 
short-tm and long-term strategks available to  meet the projectml water supply imbalances. Table ES- 
1; below, highliEhtS the portfolio of mategics that have been identikd and the applicability to each of 
the Planning k e a s .  Many of the necessary phnning efforts are well underway in some regions. 

St at &vide Strategic Priorities 
In analyzing al l  tbe m a t e g h  on a regional basis it became clear that there are spec if^ measures that 
have widespread potential benefn to al l  Arizonans. Strategic priorities are idcntifitd below whkh ADWR 
believes will move Arizona forward through its next century. Additionally, m ion  items have been 
identified for the fim 10 years following the  submittal of this r e m  including a requirement for the 
cmtmucd rwiew and update of this report every 10 years. 

The identified statewide strategic priorities are: 

1) Resohtion of Indian and Non-Indian W a t e r  Riuhts Uaimr 
Arizona has been successfut in resoiving, either in whole or in part, 13 of 22 Indian water rights claims, 
providing substantial k n e f m  to both Indian and nori-Indian water UKTS. However, the general stream 
adjudications, whkh began in the 19705, remain incomplete. Completjon of the general stream 
adjudmtion will result h the Superior bun  issuing a cornprehenske final decrree of water rights. Until 
that process is complete, uncemhty regarding the nature, extent and priority of water righrs wiil make 
it dflicuk t o  id.wufy all the mategies necessary for meeting projected water demands. ADWR belkves 
t h a t  opdons wed to be developed by the State to accelerate this process. Creation of a Study 
Committee to develop optims in a short time frame could help provide gufdance to ADWR so adequate 
funding can be identified ar id obtained to complete the necessary technical work t o  support completion 
of this process. Development of options cwld inkially focus on conceptualization of water rightS 
adminisvation in a post-adwdkated hrizona. This will streamline t h e  Court and ADWR's effort to  
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collecting and evaluating only that information what  will asrist in administering t h e  final water rights 
decrees. 

21 Continued Commitment to Conservotion and Expand Reuse of Reclaimed Woter 
Consenation is the foundation of sustainable water  management in our arid State. The continued 
cornmianent to using all water supplies a s  effiientfy as possible is necessary to stretch our  existing 
water cupplies and has  delayed the need to acquire other, more orpensive, supplies. Additionalfy, many 
non-potable uses a r e  currently being met  by redaimed water indudmE: landscape irrigation of parks 
a n d  golf course5; agricultural irrigation; and  meamflow augmmtation benefitting ecosystems. 
Reclaimed water is prcduced consistently throughout the  year, with limited seasonal fluctuation. Using 
redaimed water  l i i r s  use of potable water  for non-potabie purposes and raves potable water for 
drin!cing water supplies. However, a s  demands increase and water  supplies become more stretched, the 
need t o  explore and invcn in di re0  potable reuse for drinking Water supplies will become necessary. 

3)  Exwnded Monitorinu and Reportino of Water Use 
Metering and reporting across the State would sewe to suppon and enhance analysis of Current 
hydrokgk conditions. However, monitoring of water  use outside of the A M  and INAs i s  limited. Data 
collection is a crucial element of the development of groundwmer models, which have p r o w n  to tx 
invaluable tools throughout the State in developing more thorou@~ understanding of hydrologic w e m s  
and evaluating furure conditions and potential impacu of new uses and/or alternative water 
manapement nrateg'ks. 

4) ldentifvha the Role of In-State Water Transfers 
A source of s'wificant controversy across the  State, in-State water transfers have been the  focus of 
much debate  throughout Arirona's history. A comprehenrive analysis of water transfer is needed in 
Arizona. Evaluation of bng-term versus short- tern transfers may actually provide insight into bow 
water transfers can b e  developed to protect o r  even benefit local communities. Lessons from other  
western states  that  have adopted more market-based water right transfer models may be worthy of 
review as part of this analysis. 

5 )  S U D O ~ Y  trnuortutioo -Desalination 
1rnpr ta th- i  of water from cutside of Arizona will likely be  required t o  allow the State to continue its 
ecommic W e l o p m e n t  without water supply limitations. Supplies &rived from ocean or sea water 
dcsahmion can be -mpwred directly hto Arizona to meet the  water needs of r n u n k ' i l  and industrial 
water users, whik a t  t h e  same time providing a m e t l c ,  recreational and ecological benefits. 
AkmtiWty, desalinalion can be  done in partnership with other  Coforado River Water uxrs  in exchange 
for water from Lake Mead. Potential par tnen  for seawater deraGnation indude higher priOrky Colorado 
River e n e m e n t  holders in Arizonan and California, the  State  of Carifomia, or Mexico. Projects of this 
magnitude a re  expensive and energy intensive, although unit cap*ml and operating costs have 
significantly reduced as tcchnology has  improved 2nd are compamMe to water rates in other  parts of 
the c w n u y .  More i m p m n t l y ,  because of the need to identify par tnen  and d e v e b p  agreements, such 
projects wi!l require a sign-&ant i n v e m e n t  of time - up to 20 years t o  bring to fruition. Because of the 
time i~ t a k e s  to develop these projects, and the more pressing need for water supplies in cerrain p a m  of 
the State, explomrbn of this strategy should begin immedlateb. 6 
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6) Develor, Finuncino Mechanism t o  Su~port  Wuter SUDDIY Resiliencv 
The snategies identified above, both statewide and regional, will require capital investment Some 
areas of the State need knmediate assistance in devebping water projects, ~pecifically in p o h w  of 
rural Arizona. Unfonunatety, the2 are areas where limited popubtions cannot finance the required 
water inframmure. The Water Resources Development Revolving Fund was created by the Arizona 
State Legislature to provide financial backing for these communities, but has not been funded KO date 
Setd money for this revolvine fund will be very imporrant to  meet the immediate needs of rural 
communities and provide long-term watersupply security for many Arizonans. 

Financing of largescale projects is another issue. For many years, the water community has been 
ammpring to  devetop options for funding wafer supply acquisition and inframucture development 
These conversations and analyses have largety been conducted in the absence of substantial financial 
expenix and have achieved limited SUCC~SS. It is rime KO elevate this conversation and address 
Arizona’s future water suppty needs and only Arizona’s community, political, and business leaders are 
capable of gamering financial resources and mechanisms necessary to meet these needs. While the 
water supply needs may rat be *mmedbte, addressing the fmncing of future brge-scale water projects 
needs t o  begin as 5oon as possible t o  ensure Arizona’s industries and citizens have secure water supplies 
into the future. 

10-Year Action Plan Outline 
le*iJate Stmtegk Viion update every 10 years (Year 1) 
Begin Discussions on Ocean Desalination (Year 1) 

c. Exchange Options 
a California 

Mexico 
G direct opt-ns . Mexico 

Resoh ADO1 Righr-of-Way Issues for utilities (Year 1) 
Emblish Adjudication Study Committee (Year 1) 
Regin Dixussions on Water Development Financing wear 2) 

G 

G 

Immedate Needs for Water Resources Development Revolving Fund for rural Arizona 
Long-Term Needs for Large-Scale Water importation projects 

Remove current statutory lirniration (A.R.5. $45-801.01(22)) on the ability to  recei-le long-term 
norage creddits for recharging reclaimed water beyond 2024 (Year 2) 
Review Legal and InniMional Barriers to Direct Potable Reuse of Reclaimed water - develop 
and implement phn for resolution (Year 3) 
Review and implementation of Adjudication Study Committee Findings (Year 3) 

Perception Campaign (Year 41 

rnanzgement/weather rnodifKation in the Upper Gila watershed [Year 4) 
Resolve Remaining Indian Settlements (Year 1 - 10) 

* Develop and Begin lmplemenration of Direct Potable Reuse of Reclaimed Water Public 

Begin discussions with New Mexico on an interstare cooperative program for watershed 

0 

0 R e r o b e  General nream Adjudication [Year 5 - 10) ? 
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Conclusion 
Jun as many of Arizona's greatest historic accomplishments have been dirtcdy linked to water, 
Arizona's future success is tethered to how effectivefy we continue t o  manage our water resources and 
develop new water supplies and in f raxrumre.  Yet. our present success cannot sustain Arizona's 
economic development forever and we must continue t o  plan and invest in our water resources. The 
diversity, wriability and complexity that are unique t o  Arizona make dwdoping water supply strategies 
dimcutt. In some places, there may be local water supplies t h a t  that have not yet been developed. 
H m m e r ,  it is now dear that water supply acqu'tsidon and/or impartation will be required for some 
artas of the State t o  realize their growth potential. While there arc focal areas that requim more 
immediate anion, thc State as a whole has the  good forrune of n o t  facing an immediate water crisis. 
HOW is the time to begin addressing this chalknge by knplementing th is  Strategic Vision for Arizona's 
water hrrure- The lack of an immediate problem inaeescs the potential for i nsdon ,  running t h e  risk 
of procradnat ion  and no t  SuffttentJy motivating ourselves t o  plan end invest in our future. Governor 
Brewefs foresight in calling for the  development of a Strategic Vision for Water Supply Sunainabiliry for 
Arizona is essential t o  guide and ensure our economic stability into t h e  next century. 
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Kk.: Kalcs of R m m  6nd h i t s  of hilugin iur Clus  C and ('lacs I> Watcr I:rilitics 

1 CllU D 1 10.81i% to 11.80% 2 I .69% 1 I 
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6 Rates are calculated using both rerum-on-ratcbax and rate of margin methods. 

8 The method that produces the higher resulr i b  uscd 
4 ROR is set at a level above or below the rccvmmcndcd ranges, if Hananted. 

4 Whcrc littlc or no rate base exists, the ROM i s  used. 

tb Thc ROM is applied to Operating F,,xpnxs tu dctcrminc the estimated dollar return. 
which is then compared with the avenge dollar ROR o n  ra~c basc. 

tb Calculations arc k d  on the assumption that there i s  a cornptlrdbk rclationship 
between authorized Class B ROR and R0.M and Class C and D ROR and ROM. 

6 Class C and D w a w  opcrations, finances, and r isks  are more similar to those of the 
Clms B wntcr companic3. than with Class A water utilities. 
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S h W  NONVIABLE WATER AND WASTEWATER SYSTEhfS-STATEMENT OF POLICY 

§ 69.711. Acquisition incentives. 

(a) Genrral. To accomplish the goal of increasing the nurnber of mergers and acquisitions to foster 
regionalization, the Commission d consider the acquisition incentives in subsection &I). The 
following parameters shall first be met in order for Commission consideration of a utilitjs proposed 
acquisition incentive. It should be demonstrated that: 

I (1) ‘The acquisition serves the general public interest. 

(2) The acquiring utilitymeea the criteria of viabilitythat will not be impaired by the acquisition; 
that it maintains the managerial, technical and financial capabilities to safelyand adequately operate 
the acquired system, in compliance with 66 Pa.CS. (relating to the Public U h t y  Code), the  
Pennsylvania Safe D~~nlmg Water Act (35 P. S. fj S 721.1- 721.17) and other requisite regulatory 

I requirements on a short and long-term basis. 

(3) The acquired system has less than 3,300 customer connections; the acquired system is not 
viable; it is in violation of statutory or reaplatory standards concerning the safety, adequacy, 
efficiency or reasonableness of service and facilities; and that it has failed to comply, within a 
reasonable period of time, with any order of the Department of Environmental Protection or the 
Commission. 

(4) The acquired system’s ratepayers should be provided with improved service in the furure, with 
the necessary plant improvements being completed within a reasonable period of time. 

(5) ?he purchase price of the acquisition is fair and reasonable and the acquisition has been 
conducted through arm’s 1eng.h negotiations. 

(6) The concept of single tariff pricing should be applied to the rates of the acquired system, to 
the extent that it is reasonable. Under certain circumstances of extreme differences in rates, or of 
affordability concerns, consideration should be given to a phase-in of the rate difference over a 
reasonable period of t h e .  

(b) Acquisition incentives. In its efforts to foster acquisition of suitable water and m t e m t e r  systems 
by viable utilities when the acquisitions are in the public interest, the Commission seeks to assist 
these acquisitions by permitting the use of a number of regulatory incentives. Accordmgly, the 
Commission will consider the following acquisitions incentives: 

(1) Rate ofretttrnpremizms. Under 66 Pa.CS. $ 523 (relating to performance factor considerations), 
additional rate of renun basis points may be awarded for certain acquisitions and for certain 
associated improvement costs, based on sufficient supporting data submitted bythe acqukng u d t y  
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within its rate case f@. The m e  of return premium as an acquisition incentive may be the most 
straightfommd and its use is e n c o q e d  

(2) Acquirition u&stment. %hen the acquiring u u y s  acqukkion cost differs from the depreciated 
o n g d  cost of the water or wastewater facilities first devoted to public use, the difference maybe 
treated as follows for rate-u purposes: 

(3 Credit acquisition ud/irsttmznt. Under 66 Pa.CS. 5 1327(e) (relating to acquisition of Fater and 
sewer facilities), when a utilitypays less than the depreciated original cost of the acquired sjstem, the 
acquirirg utiliy may book and include in rate base the depreciated original cost of the acquired 
system, provided that the difference between the acquisition cost and depreciated o n p d  cost 
should be amortized as an addition to income over a reasonable period of time or be passed through 
to ratepayers by another methodology that is determined by the Commission. The acquiring uulity 
may argue that no amortization or pass through is appropriate when the acquisition involves a 
mamr of substantial public interest. 

[u] Dcbit acqr/isitun u&tnzent. Under 66 Pa.CS. § 1327(a), when a d t y  pay; more than the 
depreciated original cost of the acquired system, the acquiring utility may book and include in rate 
base the excess of acquismon cost over depreciated o r i g g  cost of the acquired system, provided 
that the u&tycan meet the requirements of 66 Pa.CS. § 1327(a). When the acquisition does not 
&under 66 Pa.CS. 5 1327(a), the debit acquisition adjustment should be treated in accordance 
with generally accepted accounting principles and not be amortized for ratemakq purposes. 

(3) D+va/ ofacquisition inp-avemznt costs. In cases when the plant improvements are of too great a 
magnitude to be absorbed by ratepayrrs at one time, rate recovery of the improvement costs may be 
recovered in phases. 'There may be a one time treaunent- in the initial rate case-of the improvement 
costs but a phasing- in of the acquisition, improvements and associated carrying-costs may be 
allowed over a finite period. 

(4) P h t  inpocment  szmharge. Collection of a different rate from customes of the acquired system 
upon completion of the acquisition could be implemented to tempomdy offset emordinary 
improvement costs. In cases when the improvement benefits onlythose customers who are newly 
acquired, the added costs may be allocated on a greater than average level- but less than 1 ~ ~ / 0 -  to 
the new customers for a reasonable period of time, as determined by the Commission. 

(c) Procedural imp hentation. 

(1) +n acquiring uthtyrhat has met the criteria set forth in 66 Pa.CS. § 1327(a)(l)- (9) for 
inclusion of a debit acquisition adjustment in its rate base, may elect to have this acquisition 
adjustment considered on a case-by-case basis as set forth in 66 Pa.C.5. § 1327(b), or as part of iu 
next rate case f h m .  The acquiring udtyshould file the supporting documentation o u h e d  in 
subsection (4 to support the requested acquisition adjustment. 



CONSUMER OFFICE 

(2) The appropriate implementation procedure to quahfy for the other acquisition incentives in 
subsection [ij wouid be to fie the appropriate supporting documentation during the next filed rate 
case. 

(3) In acquisition incentive f k s ,  the burden of proof rests ~ + h  the acquiring ut@. 

(d) Dontmentalion to s~pport inchion ofacquisition adjurtment. When an acqukhg utility elects to have 
the acquisition adjustment to its rate base considered as a part of its next rate case fhg, the 
acquiring utiltty should file the following documentation to support the acquisition adjustment to its 
rate base: 

(1) Statement ofreliance on exiJting records. An ac- u d t y  may elect to rely in whole or in part 
upon the 0riguu.I cost records of the seller or Commission in determining the onginal cost of the 
used and useful assets of the acquired system 

(2) Przparation fdata to su~~porf acquidion aggstment. An acquiring utility, upon its own election, may 
file an origii  cost plant-in-service studywith the Commission to support its requested acquisition 
adjustment to its rate base. An orio$al cost study is one method of determining the valuation costs 
of the property of a public u d q .  It requires the acquiring utility to develop realistic plant balances 
and accumhtes the records and accounting details that support those balances. Disputes re* 
the acquiring utility's original cost valuation of the assets of the acquired system will be resolved in 
the context of a rate proceedmg when interested parties will have an opportunity to be heard. 

(i) Contents f a n  original costpLznt-in-~em>e s t 4 .  When an acquiring utility elects to submi t  its own 
o n p a l  cost of plant-in-service valuation, the acquiring ut@ is obligated to exercise due dhgence 
and make reasonable attempts to obtain, from the seller, documents related to o n p d  cost. In 
particular, as part of its exercise of due d e n c e ,  the acquiring utility should request from the seller, 
for purposes of determining the original cost plant-in-service valuation, the o & g  cost of the 
assets being acquired and records relating to contributions in aid of construction (CIAQ, such as the 
following: 

(A) Accounting records and other relevant documentation and agreements of donations or 
contributions, services, or property from states, municipalities or other government agencies, 
individuals, and others for construction purposes. 

(B) Records of unrefunded balances in customer advances for construction (CACJ. 

(q Records of customer tapin fees and hook-up fees. 

(D) Prior o @ i l  cost studies. 

(E) Records of local, State and Federal grants used for construction of uditypknt. 

(F) Relevant PermEST or Department of Environmental Protection records. 
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(G) h y  Commission records. 

(E-9 Sumrnary of the depreciation schedules from all filed Federal tax returns. 

(I) Other accounting records supporting plant-in-service. 

(i) Faihn afstlllr toprokdz cor/-rekzttd documents. The failure of a seller to provide cost-related 
documents, after reasonable attempts to obtain the data, will not be a basis for the Commission’s 
denial of the inclusion of the value of the acquired system’s assets in its proposed rate base. Because 
the documents obtained from the seller may be incomplete and may result in an inaccurate 
valuation, the acquiring utility will not be bound by the incomplete documents from the seller in the 
preparation of its o n p d  cost plant-in-service valuation. 

(iiii Pmcedzmjor bookin2 CLAC. The acquiring utrlny, at a minimum, should book as ClAC 
conuiiuuons that were properlyrecorded on the books of the system being acquired If evidence 
supports other QAC that was not booked by the seller, the acquiring d t y  should make a 
documented effort to determine the a d  CIAC and record the contriiutions for ratemaking 
purposes, such as lot sale aggements or capitalization vs. expense of plant-in-service on tax r e m .  

(iv) Plant rrtind/lnot bookedlnot urd ond z~r$ul. The acquiring utility should idenufy all plant 
retiremenrs and plant no longer used and useful, and complete the appropriate accounkw entries. 

(v) ~econniiatioon with commission rrcords. In the case of an acquisition of a water or wastewater 
system that is regulated by the Cornmission, the acquiring utility should reconcile and explain any 
chcrepancies between the acquiring utility‘s o r ig i i  cost plant-in-service valuation and the 
Commission’s records, to the extent reasonably known and available to the acquiring utility, at the 
same time the supporting documentation for the study is filed. 

(e) Time to  submit original cost vahation. When the acquiring u&ty elects to request an acquisition 
adjustment during its next rate f d q ,  it should submit a copy of its newly prepared original cost 
pht-in-service valuation of the acquired system or a statement of reliance of the existing records of 
the Commission or the seller to the Commission’s Secretary‘s Bureau, the Bureau of Audits, the 
Bureau of Fixed Utility Services, the Office of Trial Staff, the Office of Consumer Advocate, and the 
Office of Small Business Advocate at least 4 months prior to the date that the acquiring utility plans 
to make its next rate case fhng with the Commission. 

(1) The Commission staff may conduct an audit of the original cost valuation, but if no staff audit 
is completed and released at public meeting before the date of the rate case fdtng, the Commission’s 
determination of the original cost valuation in the rate case m d l  be deemed fd action on &e 
or iggl  cost valuation and any associated acquisition adjustment, absent subsequently &covered 
fxaud or misrepresentation. When staff completes an audit before the rate case is filed, the results of 
the audit ndl not be bindmg on anyparty, but lather the audit repon will be made available to the 
public and the report can be presented in the acquiring utility‘s next m e  case, subject to applicable 
evidentiar). d e s .  
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(2) When the acquiring utility &s a rate case fh sooner than the Cmonth window, the 
acquiring u t h y  should not include any revenues or expenses rehted to the acquisition, inciudhg the 
requested acquisition adjustment in its proposed rate base unless it includes the origml cost 
valuation with the rate f h g  and one of the following circumstances applies: 

(9 A compebg reason exists for requesting the acquisition adjustment in the current rate f h g .  

( i i  The acquisition was requested or otherwise directed by the Commission 

(hi No statutorypatty objects to the inclusion of the acquisition adjustment to the proposed 
rate base of the acquiring utility. 

(f) Purrhaszpnk ofthe wattr and wmtewuter gsterm. The factors relevant to the reasonableness of the 
purchase price of the acquired water and wastewater syxtem include: 

(1) Promotion of long-term viability. 

(2) Promotion of regionalization 

(3) Usage per customer. 

(4) Grodra t e s .  

(5) Cost of improvements. 

(6) Age of the kh-astructure. 

(7) Retum on equity. 

(8) Existing rates. 

(9) Purchase price per customer. 

Source 

The provisions of this § 69.71 1 adopted March 29,1996, effective March 30,1996,26 Pa.B. 1380; 
amended February 13,1998, effective February 14,1998,28 Pa.B. 801; amended September 29, 
2006, effective September 30,2006,36 Pa.B. 5991; corrected October 6,2006, effective September 
29,2006,36 Pa.B. 6107. Immediately preceding text appeas at serial pages (255166) to (255468). 

Cross References 

This section cited in 52 Pa. Code $ 69.721 (relating to water and wastewater acquisitions). 
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t-xt-ge water ztiiities a:rd rrmall v a t e r  ; I t l T i L l c s  hnvr v c r y  
JlCfcrent operatinq profiler. Whi:p both have high c a p i t a ' :  re- 
q u l r c m ~ n t e  ana Eust cvnply  u r t h  mandated vater qtlal l l y  s tandarcs ,  
t n a i i  vzltrr coxzpanierz have apacinl proble-ma creiltd bjr t h e i r  I a c X  
cf ccanoniev or ar-nle ana inaccussibility to cxtcrn.rl ft-,ancir.q. 
i h e  nunber of aconaaic d l c h o t o o  i = e  betveen l a r g c  nnd ~ m . 7  11 w a t e r  
cltilft:es w a r r a n t  s eparatc  a n a l y s e s  and, ultitntaly, d:LLe:tn~ 
rncapiikrny Ircratnents ,  I n  garrural, traditicna: r n ? R  r e v l a t i o n  A S  
e t i l i  appropriately a p p l i e d  to C h i r ;  Industry. w h i c h  h n s  r.0.; 
expcrtonced t h e  I undamental c a t  k e t  changes  5cL.n i n  enerqy an3 
tcleconnunicat i o n s .  

A u t h o r i z e d  raturns  or: cottxzo~: equity h d v c  bccc lover for 
rnLltornia  v n t c r  utilillcs t h a n  ror Calkfotnin energy akd L C ~ C -  

copmunlcatfoni utilities. A n  analysis O F  Zarqe water utilily 
financial raparta indicates thac CalLfornia water u t i  11Llcr curn  
slightly lowar returns on common equi ty  t h a n  out oL s t a r e  kdttlr 
utIlitieE, b u t  t h e l r  r e t u r n  on t o t a l  Capital is h i g h e r  t t l d n  
r - i t h e r  the c n c r g y ,  telecoambnicnt ions or t h e  out-of -etet& water 
u c  - I .  : f itfea. 

This is probably  h o c c u s e  Large Cnlifornia. vatex u t  1 l I t  L P S  
are ZOIQ eftectiva I n  deriving revcnuas f m 3  ratebasc a r s n t e  than 
x t - o f - a t a t e  uhtar c a m p a r . l e t .  Callfornia water carpcnies also 
hsvrz h t g h . p r e - t a x  coverago f c r  interest expcnscs hut t h e i r  higt: 
upprating rat log  bring thcfr p r o f  it narg ins tczlo-.r C c t - i Z - c t a t r  
w n t a r  coopnn\ar. It a p p e a r s  t h a t  californla water conpar i les n.hy 
b e  earning I o w E r  r e t u r n s  for thelr ahartholdcrs duo to the conpa- 
n i e s '  relative i n a b l l  it). tc c o n t r o l  o p u r a t i n q  e x p e n s e e .  T ~ c  
qiiestion also arities &B to uheeher  c a 1 i f o r ~ ; n  w a t e r  coapantar 
ccuid UBE financial l c v e r a g a  to better advnntnqo.  

A n  a n a l y s i s  a r  ubail rarer coapany ficancial p e r f o t n n n c o  
i n d l c a t c s  no discernibla p a t t e r r . .  The o n l y  C G P ; ~ O I I  Cenonlnators 
a r e  (1) t h e i r  c l a c c l f i c a t s o n  ab ' ' s r ~ a 1 1 ~ ~  water ,  ( 2 1  t h n i r  o l r thor -  
i c q d  ratec  o f  r o t u r n  ar,d ( 3 )  t . h a f r  inabiLity to narrb a u t h o r i z c c  
r a t u m s .  

A n a l y s i p  indicatcr. that; t h e  sensitivity of a srzall  u e t e r  
utilfry's e a r n e d  t e t c  of r e t u r n  F o  nighificantly greater t h a n  
that o b  a l a r g e  water  utillty. Small w a t v r  utilities a1fio f a c u  
g r e a t c r  o p e r a r f n q  risk and nuch q r c a t c r  requlntory r i c k s  than 
l a r g e  water utiliticr. 

- t-  
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€smIud= Coamn ics 
Water Kater 

There dppt"ta to be no conpcllinq r q a s o n  t c ~  ch6ngc t h e  
cutrcnt ratemaklnq mcchanisna f o r  large water companiw. Hewevet, 
t.he C o a n i v o l o n  cou lc  ccnsidar holding e n  banc hcarlngn cr vsrk- 
s;hapE t o  permit utility r t p r e f i a r t a t i v e g  t c  artlculatc t h e i r  
concernS ahd opinia~e. n . 1 ~  vould a l l =  the utilltLcs to addrc-8s 
t h e  p a e i t i o n r .  taken by r r t a i f  in t h i s  report bnd rnqy brinq addi- 
tional i s r u e s  to t h e  t o n t i ~ ~ i o n ' s  a t t e n t i c r . .  Thla w o u l d  alsc 
al10-i- Call forntn va tez  ~ t l l  i . t ie~l an opportuniLy t.0 present their 
F a r t i c u l a r  concecne regarding the threhl of contnn inat ion of 
Kiter %upplies and tho problems ark3 costs e a n w h t e d  w i t h  CDZpLl- 
ante w i t h  eafe drfnkfnq water stahclatdr;. 

Cur ren t  rctcrnkinq pract icer;  f o r  m a l l  uater operations 
choald be f u r t h e r  invest igated and refined in ZTJ Order lnstitut- 
in9 Investigatioz (0111 OB s m a l l  v a t e r  company rulcaatfnq. I n  
implementing n proceeding to address amall wntcr utility issues, 
the Coarslr;r;ion ie llkcly ta encounter slany of  the problene t h h t  
mskr t h o  indus try  Kicky.  or example, it In hot  c lear  t h a t  any of 
the ounot-operatore of F;mall water conpanlas Lould reaFond be- 
cause they are unorganized, nuxzerout and g~oqraphically d l z -  
perscd. In addition, t h e y  l a c k  t h e  cxpcrtfsa and s o p h i E t l c a t L o n  
to cdvance their interest i n  r w l a t o r y  procqedings and t h e y  arc  
R o t  a c t i v e  In water i n d c f i t r y  o r g n n i z a t i o n 6 ,  vhfch gancral l }  
w n c e n t r a t e  on Larqe water corpeny issues.  

Saxe optfoni tOVerds  developing r a t m a k i n g  principles that 
a r e  Cora beneticihl to F V ~ J L :  v a t e r  conpeny o p o r n t o r e  are listed 
i n  thfs; report In S e c t i o n  v ,  * R e g u l a t o r y  issuee R n C  
A 1  t c r n a t i v e e .  " 
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T h i b  r c p e r t  Vas prepared by t h e  Financial branch and t h r  

Water Utiliticc Brnncr: or  the C o m l c a l o n  Advisory and cocpl i nccr :  

R i  v i si on. 

Phyll Ls White, Put: xc Utilft!es  ReqJletcri fr,yra;r Special- 

I t t  I v a s  respomlblc for  the  preparation of t h i s  report. under 

thP qeneral  *upcrv:$iGn 01 Cherrlc Connar, Principal rlnancial 

i ' xa r inc r ,  and w i t h  t h e  a s i l a t c r . c r  of Kclly C r ~ a l d ,  Pinencia1 

Cxarinet  T I I ,  and J t x  t i a r n a n d e t ,  Public r J t l l i t l c r .  Erqulatory 

h n a l y r t  IT. 
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Return oh Total Capital 
Return on Common Equity 
Long-Tern Lh ib t  Ratio 
operating R W ~ A U E  to Plaht 
operating Ratio 
Net Prof i t  Kargin 
Pre-Tax Interest Caveraga 

. .I -. 

tali L orn i a  
Water 

11.384 

Coaoaniea 

13.353 
4 0 . 8 4 1  
69.92k 

16.47% 
erJ.53% 

4.71~ 
.-..- _.,...- 

out-of-Statc 
Watnr 

CornDan LFP 

L0,58\ 
13.663 

1 7 . 9 5 #  
7 5  - 1 2 4  
24 -794  

3 -95x 

5 6 .  a e  

There appears to be no conprllinq reason to change  the 
curtont ratemaking mechanisns for large water companiax. H O W B V C ~ ,  
the Coxtmisaion could canaidpr halding en banc hearing% or work- 
s h o p s  to permit utility raprorontativea t o  artlculptm their 
concerns ah3 op in iona .  This  yovld a l l w  the U t i l i t i h t r  to addre60 
the porr i t ions taken by s t a f f  in this report and may bring a d d i -  
tional ISLUQS to the C a m i t s i o - n ' B  attention. T h i s  would also 
allou Callfornta water utilities dn opportunity to present their 
part i cu lar  concerns regard ing  t h e  t h r e a t  of csntaaination of 
vater auppliua and tha Probleme and casts as*acfat9d with coapli- 
ancc w i t h  aafe drinking uater atandardr. 

Current ratwaking practices f o r  m a l l  water operations 
shatlld be further investigated and refined in an Order Inztitut- 
ing Investigation (011) on c m a l l  uater company rulcmbking. I n  
implementing a proceding t6 address mall w ~ t e r  u t i l i t y  issuee, 
the Co;mmh&ion is likely to encounter many of the problem that 
make thp industry r i sky .  For axaxpl@, it i s  not; c lea r  t h a t  any of 
the awnsr-operators Qf f i m a l l  water canpanlas u w l d  respond be- 
cauEe they  are unarqanizod, nuneraus end q p w j r a p h i c a l l y  &io- 
persad. I n  addit ion,  thoy lack t h e  dXpeItis4 nnd tiQphi6tiCati.On 
to &dVanGe their i n t ~ r e 8 k  in regulntory proceedings and they a r e  
hot a c t i v e  i n  w a t e r  industry OrganiratFans, irhich general1 y 
t o n c e n t r a t e  on Large water cmpany i s sues .  

Son8 o p t i o n s  touards developint; rakeasking p r i n c i p l e s  that 
are mom benet i c ia l  to small water  company operators aze listed 
In t h f r  r e p o r t  i n  Section V ,  " R e g u l a t o r y  Issues and 
A1tornativea.n 
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Many or t h e  traditional rat-king rwchaniana us.& Ln water 
t r g u l a t i o n  W r r O  eata5llshetd during a pariod when a l l  utility 
markets vete nonopolits. Tn recent  p a r s ,  hovcver ccrxpetitive 
prosautca in onetgy and toleconnU~lcotion utility markets havt 
evolved as E result of f r d o r p l  legislative and requlntory actions 
and techholagical innovation. TbR CorPisslbn h s s  revised its 
ratemaking xachanispr in raeponst t o  theae  new utility xarkct 
r e a l i t i e s .  In hplcnant ing rnw rwletary  rrawuorh, tha CoarLs- 
rfon hair acted to maintain u t i l i t y  officiency, praductivity arid 
financial strength, uhile ensuring t h a t  eiescntial utility attu- 
ices w i l l  contfmc to be provided at reasonable r a t ~ s .  

The CoraiJsicn continues to revieu rqu la tory  palicy and 
practices  for a l l  of t h e  industries which  it r e g u l a t o r .  The 
roiiovFng rapott i a  in rcigonso to tha Cwaistiion'e reqirot for a 
rqte of return and risk ahnlya ie  or uatpr utilities within  its 
jurisdiction. Where roflhemant af water ratcEakZnq policy and 
procedures Is approprihte ,  the Connhsfon may w l r h  to f u r t h e r  
ucplora rstrnaking optlann in an appropriate prtsccralhp. 

T h i s  roport firat rovieva tha properties. concern& and 
ratemaking trcrtaent of larye water utilitiea. It t h t n  addremea 
correepondlng iaauaa f t o n  t h e  perclp4etiVo of sa811 rater  utili- 
t i o ~ .  Some lsrues a r t  corn5n to both lhrge and small utilities; 
however, as this paprrr will deVPlQp,  large and small w a t e r  
corrpanlas represent very different t y p a  of systems. T~C: nunber 
of pconanic dichotoaiea between Large and sad11 water u t l l f t f e a  
' J a r ran t  stparate analysoe and, ultlaatoly, diffttunt ratemaking 
t roatrtent . 

TI. ~ S I F I C A T I O ~  

ln k i e i o n  8 5 - 0 0 - 0 7 6 ,  thu COmaiaafon apprgvsd the r a i r w f n g  

Class h: utilities having bore than 10,000 ssrvice 

unirorm Systea of Accounm nubdivisiona for vatar utll it ierr.  

rannrxt ions .  

1 



RESPONSIBLE RESIDENTIAL UTILITY 
CONSUhlER OFFICE 

ClaSS D: Utilitiee having lar$ than 500 s e w i c e  

T h i s  classification, bared upon wemice cor .ntet iws ,  is 
d s s i g n d  to rkflsct. incortt tax raqulatione an& the ihstitution of 
t h o  S a f e  Drinking Water Bond A c t ,  a s  well a a  to reduce recard 
keeplrq requirements fat utilitiee. 

For putpoaee af t h i s  paper, we d i f h  large water utilities 
to he C1456 A and 3-11 water u t l l i t l a s  to bcr Classes 6, C ahd D -  

connectiona. 

A. RISE OVERVI€#X 

Rirk hnr; to do uith  mrceptione of uncertainty and variabi l -  
i t y -  Utility riEk can Ix divided i n t o  rinancitrl r i sk  and oparb- 
t i O M 1  risk. F h h Z i a l  r i s k  is CcmCkThtd u i t h t h e  p s s i b i l i t y  of 

t i a m ,  The i i n a n c i a l  Etructurc of t h e  company to a greht extant 
detcrPines financlnl r i s k .  ogeratlcrnal or bueineea r i s k  =two=- 
passes a l l  at the factors which collectively increaae t h e  prom- 
b i l l t y  t h a t  expected earnings wizl. n o t  be realized or Which 
contribute te earnings volatility. 

There Is higher percogtion of r iak in energy and telephone 
operations hs a result of new c o m p e t i t i v e  p t a n ~ u r ~ ~  i n  t h o s e  
i n d u e t r i e n .  Hew regulatary frimaworka, i m p l e m e n t &  in ret iponse ta 
neu realities, tend Lo contribute to perceptions of risk becmsn 
t h e y  gsrnsrally r w o v e  earninge protections, while they permit 
signlfioantly higher aarninga opportunities, For overall tconenic 
efficiency, w k e t  mschaniaras are prafarrgd to replat ian.  Hone- 
t h C 1 c z 5 ,  cozpetitlon as a s u b e t i t u t e  f o r  rate regulation trans- 
1htaIG i n k 0  greater aarnings volatility, which tranBlatt* into 
qrcatvr business rf ek. 

S m e  sp!=cfal areas  of w4tsr u t i l i t y  operational and finan- 

h h k n p t c y  and d r f h d l t  due to t h e  coapUny'6 fixed dcht'oblfgn- 

cial rfflk a m  d ~ s ~ ~ f i s i e d  belo%; 

Water companies are capithl ihtensive and planL a s s e t s  have 
Ion9 l i v e + .  Pipelines C#E I n s t  f o r  100 years or  Bore. Traat .ment  

2 
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facilities, etaraga tanks and pumps range in life span f ron  30 to 
50 p a r s .  CanRaqwntly, Uhen Iact1iti.w ultimately woat Q U ~ ,  the 
cost of replaceaurt in relationnhip to original cost can be quite 
enarnous. Becauac obeslrscenca tu not a problem, technolog i c n l  
riek 1s smll. fIwwir, technology-based productivity imprqve- 
menta arc ale0 rarer f o r  uater util it ltr than cL tha other 
u t i  :i t;a. 

Technology 1s Improving et the cuetcmer l o v e l ,  however 
inproved i r r i g a t i o n  nethada, I O U  Water-use f$Xtures ( t o i l e t a ,  
shower heads) and changing social gtandards are aaking camema- 
t t o n  'boil) acceptable and effective. This change in customor 
h a b i t s  doer not pone a direct risk to WIQ utility, but 1t ceuld 
prcacnt an indirect ri& if these usage reductions are n o t  recq-  
nircd i n  t h e  regulatory p m s .  

( 2 1  w 
Nou financings come from internal  svurcea of Lurids--Tatained 

earnings, depreciation, dofexred taxes and from external f Inanc- 
ing--sdvencea and contributlana from real e s t a t t  4~vt1loper6 ,  
govcmnaent Bubstdler and iaauancc Of d a t  and equity securities. 
Whure water u t i l i t i e e  canspato w i t h  other public and private 
e n t i t l e s  for ~x - terna l  rlnhncinq capital, the atability of the 
uater u t i l i t y  b u r i n w e  ahoukl provfdo canfort ta croditora and 
equi ty  invegtorr seuking attract fvo  inVest3mtt opportunities vith 
r E l U t i Y e l y  LOW risk. Eowtvar tho ~ s a l l  sire af w a t e r  utility 
o f f o r i n g e ,  relative to other utilities tend net  to generate 
intercut aaong inveatnent hbnlara.  Conacquently, aost water 
utilitias ramaih unknown except a subset of tho financial 
community such as insurance coqxtniop. virtually a\ \  oxtornal 
f inanelsg ia accaaplirhod through prlvats placement directly with 
investart ,  without UBI Q €  an undcrvriter. 

Advances and contributions w i l l  be discussod on page 1 3  in 
the  context of s-11 vatar costpany i0auca. Celifornia'a pragrar 
fo r  financial asnlstance for uator ~anpanie0, t h e  S a f e  Drinking 
H a t a t  Bond A c t  ( G W B A ) ,  will ba discussod to 8oae e x t e n t  in the 
folloulng ugtetr qual i ty  risk section and w k l 1  be dislcuesad mora 
f u l l y  i n  the contvxt of uan31 irator company issuer on p g e  14. 

(3) l&uaLa& 

Although the funrlaaentsl market changes scan in energy and 
tolec4xmunic&t~ons industry  markets are not c v i d e n t  i n  the vater 
industry, uatgr companies 4re not  x i t h o u t  cf ibpatit ivs  preaeure. 
The primary source of  cokpetitfon for v t l t b t  u t i l i t i e s  1s tha 
threat of watoraers drilling t h e i r  m n  V u l l .  T h i s  riak ha& n l v b y s  
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e x i s t o d  but the indus try  persevered because of the ~conemiea OX 
scale  a v a i l a b l e  to w a t e r  eupplirrlr- Nonothelosa, i n d u s t r i a l  
cuctomore leaving the ayatem ray he a real prrrsibility for large 
uatvr  conpaniaa. I f  a rate dc819n Fnelu4es grOViSiOn8 euch a s  
inctcraEing black r d t ~ o ,  the threat of ctlctomer bypaBa 36 Likely. 

Mother farm of competitlan cited by water companies Is the 
p t r n t i a l  of kdnq wndenned by 10~~41 gwenment and r e s t r u c t u r d  
into a locel municipal water dictriot. When a governacnt e n t i t y  
exercieea i ts  right to txiwnt d a m i n ,  j u s t  canptnsatlon nust be 
p f d  f a  tha t a k i n g  a8 acaaur&J by the property's market v a l u e .  
Seldom hrQ vel1 conttructsd,  well naintalnsd m d  urn11 manaq0d 
publ ic  utllftiee e a l d  t i t  rata b a ~ e .  Prcqucntly water utility 
p l k n t  and facilities S ~ l l  oyer rate  bast  duct t~ the U t i l i t y  
having relied heavily upon oontributcd capital rather than invae- 
tar aonoy for  axttnsione. 

Water quality has been a E O ~ E Q ~  s i n c e  1974. The fcdatbl 
Safe Drinkihg W a t e r  A c t  ( S W A )  ot 1974 authorized the ErrvlrQnwn- 
t a l  P r a t e t i o n  )rgency (EPA] to $& I I a t i O M l  drinktng W € U r  stand- 
arde and  prclvfded far p t v t u c t l o n  of ground uatcr s o u r ' c o ~  of 
drinking water. In rrsponse to the federal lev, tho California 
lWir lbtur6  enacted tti~ Pure Drinking Rater A c t  Qf 1976 and the 
ChphrkRent at R o a l t h  Serv ice3  { DHS) sotabl f shod drinking vator 
rtt~rtdard~ at l a s t  equal to EPA standards and required UiOnitWhg 
of conaunfty water supplies. Governsaent mandated S O n f t o r l r I g  
increaEeE u t l l  ity operating c6Et.s associated v l t h  uater supply 
t a s t i n g ,  liability Fnsoranct pweim~s und c o n s t r u c t i a n  Q f  Water 
quality iaprovomerrt projects. 

Tha cost and rate impact of conplLance vith SXPA w i l l  vary 
v i t h  the s i z e  of t h ~  L Y B ; ~ B S  and the eomplCxFty of ths r e q u i r o d  
t rea tment .  cnlifornia'B safp Drinking water Bond A c t  (6Dk'M) ua3 
created to b@ & aQurce of lgw m s t  financing l o r  Qakr  Utilities 
that a u ~ t  make S Y S ~ ~ R  imprauesants but cannot obtain f i n a n c i n g  
elswdhere. As phH a€ its review an8 funding process, I3f.Is priori- 
t izes  U t i l i t i e s  baaed an t R t  need tor rcrpairs and the  ability bo 
f b a n c a  t h e  r0paira. Moat class k water utilities have thc f inan-  
Cl&l rtrenqth to ehtaih ext;ernal financing to Bake lmprpvsmnts 
to comply vith DHS s t z i h d n r d s .  Therefore,  while C l a s s  A Uaksr  
u~i1Lkies aay request ~ W B A  funding far u a t e  q r r b l i t y  improve- 
Bentt;, they are u n l i k e l y  tc receive such -6 .  

Tablo 1 shows typ ica l  c o s t t i  f o r  c e r t a i n  types of t e s t s .  
Depending upon t t t e  size  clf the t iyetem, the cost of tvstinq and 
irsurztnce may incraeta IargG vater cosrpany rates  2-10 p 4 r s e n t .  
XQet C l a 6 s  A cornpaole%, v i t h  system r e q u i r i n g  B significant 
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nunbrr of b n & l Y w s ,  have found t h d t  it i u  econonically f e a s i b l e  
to perrorm tha nnalyeie in-house. Alternatively, a water utility 
may UBe 2). certified comaerchl laboratory or a ca.?blhetion of 
In-home and comercia1 facllitioa. Using 0n outsLdh laboratory 
can be expcnaive.  In n g8n8ric sense, the caetc w L L l  be deter- 
mines by the size o f  the system, t h e  bogr'tm of the contaminatad 
water, t h e  number of umplee requireu, uhe does the aaapllng an3 
otntr costa that  can bs a E e O C h t t d  w i th  individual U t i 1 l t i I t S .  
W b t e r  testing c o l t s  nay be baakrd to a balancing account and 
tntitoly racovercd in ratem. The balancing account nechsnlrm i s  
discussed on pa94 9. 

The CACD baliQVe6 t h a t  t h r  i s s u e  of water q u a l l t y  f s  the 
mtt important and potmntially tht n o r t  costly iseue racing thg  
Indus try .  Wetat u t i l i t i e s  arc ) U r t  ncm beginning ta awporisnce 
those problem and coste.  Rs uat4r quality standards m d  tost ing 
procedure8 cvolvq over the nmxt fau yeare the industry snd the 
Comission V i 1 1  have to explare p4Liciea and alternatives which 
best addreas thu cancerns of a l l .  

Evaluatian af risk and return nawosari ly  requires cansider- 
ation of s u b j C C t i V e ,  non-quantitative criteria, as well as objec- 
tive, quantita?ivo criteria. following eection is an unalysis 
of salectad financial criterla. 

Bond ratings are m e R 8 u t t s  of rbe Credit rjtX inherent in a 
p a r t i c u l a r  debt l a s u ~ .  PCW water utility bonds, however, are 
formally rated a c C = a w  m o a t  b s u a s  are re la t ive ly  mall end sold 
to inRtitutiom that do their cnm analyoes. Nonetheless, Standard 
5 Poor's (SbP] bonchnarkr: fer lhvcrsfaent grade bonds cun  FBNB a8 
independent xarket mnmutec of utility financial integrity. 

Table 2 i l lubtra tr% 5bP investment grade ratings benchnarRn 
for large  w a t e r ,  energy and tolecomnunicstion utilities. The 
inveetkaant grade dietinction indicates  a st rong capacity to pay 
i n t e r e s t  and principal. H o t  surpaiaingly, ratlnq cr i ter ia  dirfcr 
among industries ahd u l t h i n  seqaenta or Iha GO- industry. conpa- 
nies  u l t h  & m e  protected f i n a n c i a l  and aperatfng positions have 
Lees strinqsnt benchcrarR criteria.  The t a b l e  dornonstratee that 
ShP v laws water utility oarnFnq0 to be h t  lower risk r e l a t l v e  ta 
othar r q l a t a d  i n d u s t r i e e .  

5 
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Thic analysis uh% developed Cram f i n a n c i a l  d a t a  of large 
californib u n t e r  compariFcs ( ~ l a 5 e  A) and B captplrrnble group or 
other Larqs water coapaniea from a l l  O V l t  tha U n i t e d  S ta ter .  
Where 8pPlicablt3, cattesponding indicator& for California t e l t -  
cammunlCatIons and enrtgy u t i f i e i a r  4cu a l a 0  shown, sources f o r  
the datu were annual reports ta Sh&rrholdorR, annual reports to 
t h e  C W C  and Value Line reporta. Dclta tab196 and more caraplate 
Interprutations appear in t h e  back af  t h i s  paper. The fallarinq 
i% a Synopsie of tho findinge that appear in Tables 3 through 1 4 .  

Authorized raturne OR comu~oh equity have been lower for 
California water aaapaniea t h a n  far other calirornla utilities, 
however, the uatar u t i l i t i e s  h4vo tonded to e a r n  a higher por- 
ccntege of their authorized than have the energy and t t l l t c m u n i -  
cation utiliklcs. Authorized l r v r l a  of earhinga a p p a r  t5 be 
comnensurath and appropriate for prevailing levels of i n f l a t i o n  
and internit rates. 

Callfornia uater u t i l i t i e s  earned lover returns on cbizmn 
equity than out -o f - s ta te  uater campanior in three of thh l a s t  
f i ve  p a r s ,  Dnc parrib10 contrhvb~t  to lover earnings available 
ta cornon aharcholdpra may b the tendency of califdrnl~ water 
CQhrpUni08 to E V D i d  using debt IcVotaqa (and the a t t e n d r r n t  t a x  
deduetkbility Of t h e  c o a t  of dtbt) to itti optinal advantngs 
becau4a on nverqe  California water u t i  1 it iea have earned higher 
r e t u t n s  Qn total c a p i t a l  t han  h a v e  the  o t h e r  utilities i h  our 
sample. 

C a l i f o r n i a  water ut i1  ttias are very cfiective i n  d e r i v i n g  
rwvenues f ro=  ratebarre assate. The g r c a t e t  ruvenue generatfng 
capacity is particutarly significant in light of the ir  higher UCQ 
of advances and tohtributiona and Lmlpr p l n n t  to astonor ret io ,  
Calffbrnh large w a t e r  coapanieB, hovever, appear to heva m t s  
difficulty controll Lng the l r  ‘ o p m t l n q  expensea. AE a rem1 t, n o t  
prof i t  nargina for California vargr  tapnpanies are Lower than f o r  
m t - o f - s t a t e  Vat.rrr campanics. 

The issue o €  financial r e c o v e r y  for lost .  revenues dur to 
V O l U h t a r f  conservet ton or nanaat~ry rckioning is being ad4rt:sstd 
In Inuastigetim 59-03-005, T h h  O T ~  iti b e i n g  kept opert to a d -  
dress future vhtar cmnpany concerhz u f t h  drought ,  r a t i c l n i n q  and 
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consewat ion impacts, 

In t h i s  p r ~ r s e d l n g ,  the u t i l i t i s  are claiaing that conser- 
vation an4 mandatory rationing aocrease the companiEs' r~venuefi .  
Commission B t A f f  agreea t h a t  tho u t € l F t y  should be allotted to 
rucover revenuer t h a t  utrt n o t  attainable due to ncffona t h a t  
ware out af the c o n t r o l  of t b  utility. m e  dhsgracnmt i a  with  
the percentage of recov*r4blo l a a t  revenues. The utilitiea uant 
100% and Conmission staff i~ rocoilending 95b of  normal aalea .  

IL the utility is allowed to recover 100% of f h o i r  normal 
t u y e n u e ~  they Will lm kept f inanc ia l ly  uhole. Staf f  arquea that 
t h i s  would gfuaFantee rtvcnulu and elinfnata m y  incmt.ive to make 
ptudent daclFions in rcgardr to expansea. s t a f f  is maintaining 
t h a t ,  If drought can be considered a r i s k  that water u t i l i t t c a  
m e t  canfront and i f  the Comia~ ian  gumantass revenues last due 
to tho drought, than t h e  utility rhould be given a Lctuer tate of 
raturn to relbct the lower r i s k -  Tha return on q u 5 t y  should be 
reduced becausb investore vi11 have a w r e  aseur#d Oppomunity to 
odrn t h e i r  authorized return than the invcatorr Ln tho conpariaon 
watar campanltrs 

If t h e  Coroaisaion adopts staff's rtcawmhdation of a 95% 
recovery of normal sale+, t h u  u t i l i t i e s  vi11 cxperiqnce a rcuuc- 
t i o n  in t h e i r  return on equity ranging betrerim 5 8  to 2 5 1 .  The 
roductian would depend on tho proportion of r e v ~ n u u s  f r m  water 
tialee or service chatqos,  the portion of vater sa le s  rtvtnuu 
paying f o r  p r o d u c t i o n  axpenaea, and h6W uuch of a utility's 
rcvehua pays f o r  f h o d  c#ata end ncn-bx %xpenees.l/ A St rsduc- 
t ion  ir; nalee revcnu0s would lwer hn authorized r e t u r n  en equity 
of 128 to an a c t u a l  r e t u r n  of 9% t~ 11.49. 

which the ROE congutation was based, 

(21 

C d n s w v a t i o n  a l s o  pr~vides ?in alternative to manipulating 
return oh aquity.  r f  t h e  C'armisrtlon ware to authorize t h e  utili- 
ties to B E t a h l ~ S h  Q revenue balancing Rcccmnt! a i n i 1 4 r  LD the 
UU&l account for electric axqanL*=, than  utilities' consorvation 
incentives vould increaee m d  trhair operating risk u ~ ~ t l d  substan- 
t i a l l y  decrees@. &turn on equi ty  should be invaztlgstwl at; the 
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Table 15 shous a rate coqariran, by Claw s h e  IA ,B ,C ,  and 
Dl, of the n m t h l y  rater of t h e  regulated and t h e  U n r t g u I a t Q d  
Vat.ctr UtilittGl;. The fable ehowa t h s t  unregulrtted taap&nieS 
p t w i d e  Watat at. a lawar average cast  p a t  month ana at 4 lower 
consunptlon per month than reguLat+b cQPpaniee. For example, the 
cuskasar of a Claan A water utility pays rates  t h & t  average 
$28-97 d month, while u6lnq hri average of 3 2 . 4 5  cc f /no .  The 
custma7r of an unrsgulatea eonpnny of a CLCLSS A o ize  pays rates 
averaging Sl6 -93,ku. w i t h  Q cwmunptian of approxisataly 2 6 - 9 8  
ccf per aontb, This tranulhtos i n t o  cutaaw# of requlateb u # i l i -  
t i u s  payiRg ratea apprartautely 1 7 4 t  mrs p r  slanth while consun- 
Ing nppraxiwntely 120% --re ccie of water pur month than  cuatcm- 
a n  of unregulated water cwpanies.  

The curtQ=rs of the Class 33, C and P u t i l i t i e s  do not €&re 
any better. The c u a t m r s  of a rqulaead u t i l i t y  have an average 
b i l l  Qf $26.14/mo. vlth un average c a n s ~ a p t i c ~ n  a t  17.07 ccf/mo., 
while vlelr u n r e g u l n t a  counterparts pay ratee an t h e  average of 
$14.10 per month for an average oonsumption of 18.86 ccf a nonth. 
The custoners or Ehs saall regulated uatar u t i l i t i e s  are paying 
1451 Rore a mohth €or thclr water while cbnsuming 9 . 5 %  ccfa a 
month I ~ B B  t h a n  the u n r e p 3 a t e d  water co;rpantar;. 

The clhssic explahatllon for the unrrgulatod water utLlitLcs 
having an averago lower rjonthly rake is thraa-fold. H u n i c i p a l  
u t i l l t f a s  do n a t  pay tnxe%; they charge e u b + t m t h l  hook-up Sass 
and,  as public I rnt i t iee ,  they are able  to 1 s ~ a  tax exempt hunic- 
l p a l  bonds to finance hew plant. 

A% the Comaieaion, water u t i l i t i e s  have pcc~t65  to the shtae 
fdruaa for rata relief a$ do energy and tc lwomunicat ior ie  u t i l i -  
tim. Hany 4specta atT water c ~ t i t a  af scrviccl are revicwcd only 
during flsmaf general ret@ cage proce&dings which occur i h  thras 
year cycles, although w a t e r  cmpanielt  tare a l l w e d  to offmt minor 
o p e r a t i f i g  costs t?rQ\aqh inform1 advice letters ahd there ia no 
resttiction on how o f t e n  edvice letters a ~ y  bc filed. E n e r g y  
u t i l i t i a e  are dlso p e r n i t t e d  to offset c e r t a i h  f u a l  c o s t s  but 
the$@ p r a c e a f h q s  ~ E B  far t h e  hBst p a r t  l i a i t e d  to once a ycar- 
I h  a d d i t l a n ,  tho c a p i t a l  t o ~ t ; ~  of energy 4nd mid-size telecbmu- 
nlr .a t i r>ns u t i l i t i e s  are reviewed annu&lly i n  industry g e n e r i c  
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rinancial attrition proceedings. 

0 1  llahm-N- 

For singlc-dSttriCt companies, raturn on cormon equity i f i  
f l r t d  for the ta6t wried and XEsatns conitnnt until the Campany 
r e f  i 16s;. Tor WstLr u t i l i t i e s  uith nulti-dietrict operations,  
returns authorited in any partfcular gmnaral rata casa w i l l  be 
appl fcabte  an ly  for thou. dlstricts f i l i n g .  Xn succreding yeara, 
a t t r i t i o n  adjurtnenta A ~ B  madu t o  ref lect  the r o t e  o t  return 
found reasonable for the  district i n  its l a r t  d~ci6ion or t h a t  
found rrhronnbls for othhr districts in thr  tampany’s most recent 
rate dtcisioo. 

When authorized ruturns arc Lncrcahlhg ainqle d i e t r i c t  water 
companies are sorevhat a t  a disadvantagw relative to multi-dir- 
t r l c k  water coItpanfrs, Conversely, thq have an advantage when 
authorlred returns (IW declining. Whw authorized rates of rttum 
arc lhcroaming, n - ~ a i ~  por t ion  of a multi-district water company 
ratebare will continue to earn at lowor return levelg. Rclcltlve 
to rinqle d h t r k t  energy and t t lbphvne  ccmpaniea, nulti-district 
u h t e r  companlos a t e  at an advhnthqe when autharitcrd rateis are 
decreasing because a t  l eaat  sone of the ir  rata basa wiil remain 
e l i g i b l e  fer higher returns. 

The purpose of a k&lancing account is to track the UndtF- 
cal laction or mat-col lect ion assc&i6ted  wi th  an incrcar;e or 
dectsaso of an expmse item and t h e  authorization o f  d cor re -  
Eponding revanuo adjulltaant by tha Conmiasion t o  af f set t h a t  
particular expanse charge. 

P u r a u n t  to sec t ion  7 9 2 . 5  of the Calirarnia Public U t i l i t i e s  
C o d e ,  vhonevor the Cozuissicln a u t h o r i z e s  any change in r a t e d  
reflaating and p a U S h g  through to Cuutbbets spucific changes ih 
w s t 5 ,  ~1 balancing account is to he ruintained f o r  that p a r t i c u -  
lar W n s e  item. Thbno type5 of oxpcnsO itw46 are called a f f -  
s e t a b l e  exponse3 Bhd ralate to c o s t s  ever which the utFLi ty  h h r  
no control. Aaang ofZaet&la a r p 0 t w e ~  vhich require balancing 
accounts Le be maintained a m !  

1. Purchase pawcr ezgense 
2 .  PUrchasad crabor expenBe 
3 .  Punp Taxa+, 
4 .  Franchiso Taxes 
4 .  P r o p e r t y  Taxes  
6. Postage 
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Thela bnbanchq &cco~nt-e eazbls h u t $ l ? t y  to --I C r b G i i p  the 
a d d i t i o n a l  wcpenditurcs uhich may occur due to the lag between 
the t i n *  an c~ffisetable ulcponog &an( jS taker p l s c ~  and t h e  time 
when the ravmnua increase to o f f s e t  the  expense chahgs is author- 
lzcld. Prior to t h e  balanclnq accQunt X e g U h t m h t  in the Code, 
ct.ilFtiee ware not able to tocover the additfanal wxponaes due to 
the tima lag between o m n a e  change an8 rwenuo offeet. 

Balancing acemnts ainpliry the t n t r  mkinq pracess. BCCPUCO 
halcrncing accauntt recover potorrtial  Ioasee during t h e  lag tine 
butuuan expense incraaae and offsut revenue increase (?roe kelw), 
utility no lorqclr has to flip for an ofrsat int teaso  w a r y  tine 

t h Q r 4 ' B  En incranae in an of f se tab le  expense. The balancing 
account a a e u m l a t e E  av&r/u~dcr-collaction until such t h e  t h a t  
th4 Utility IS tsady to r i l e  for an offeat .  

A prapotly naintainsd bulancing account el irninatee a utili- 
t y ' s  rick of not being a b l s  to recoyer i tzcrcnrtts in expenses aver 
which it has no c o n t r o l .  

Similar to 0th-r utilities, u a t o i  u t i l i t i e s  aay a f f t a t  m a n -  
t lc igatwd operethg oxpntrea at ahy tins &ring t h e  y e a r  through 
an i b f o m a l  advlce lotter filing. With the  n o t a b l e  exceptian of 
qcnarcll rate r~quest6 rroa t-ll water utllitics, ns l ths l r  ROR 
MY ROE is exahinad or adjueted bn c o n j u n c t i o n  with bctvice 1 o t t ; e r  
filinga. Rhch vatczr u t i r i t i s r  pruceas an ofL6et rtqurst, the  
Increme must be, et l e a s t ,  cas percent o t  annual rovenue. men 
an ofrBet Is approved, w a t e r  utility balancing accounts  are 
generally a n o r t i z e d  aver a m e  year period. Although the dollar 
amounts aC uutor utility r ~ v e n u ~  under-calltctions nre ins lqnfI i -  
c a n t  relative ta angrgy u t i l i t i e s ,  tho result 1 6  that wctar 
u t i l i t y  ownem nust COYBE unUer-col1actionti more Dtten than 
e n e m y  utility ckockholdera. O n e  paint: of nota is that &any of 
the amrqy balnnclbq account mechanfsla n r e  currently be ing  con- 
Gldsred for e l i t x i n a t i o n  i n  light Qf khe evolving h t l u s t n  dynao- 
I C s .  
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p l s h t  nddftfcma to b included in rate&. 

Water projects w i t h  aignif scant construction periods r a i l  
into f i v e  n a j o r  cat*goriee:  ( l j  riscrllanoous  structure^, ( 2 )  
t4nko and rrtKrvoirs ( 3 )  transalsrlon and dfstribution mains (4) 
treatment and ( 5 )  vells. Trancwlcslon and distribution Painm 
ropreaent the l n t q e a t  on-going construction projects. Tr4at.msnt 
fac i1 i t i . c  CLCQ ueually mjoz projects but art Inftcquantly con- 
structed nnd (LEI & rcrult the dollar inpaor i~ any given year is 
d n i m l -  The average construction ti- by cat~qoriaa are: 

C a t m s u  Cons- 
(Month) 

Trootaont Facilities 8 . 3  
Tanks and Reaervnirr 6 . 2  
Trsbsmiasion and Distribution mins 3 . 9  
b ! i S C @ l l M 8 O U E  S t t U C t U f U G  3 . 1  
wai l s  2 . 5  

m e  avwrage construction p e r i o d  far water p t ~ j ~ ~  is tour 
manths. Thlb is a considorrrbly shorter period man fs  ox-perienaed 
by energy utflities. Bacbuoo of t h e  ahort duratlah af E O ~ S ~ N C -  

tion tlaa of projectrs, tht Coanid .on ,  on Hay 11, 1982 ,  an r e m -  
m n d a t i o n  by the s t a f f ,  Qrtablishecl  t h o  poiicy of inc lud ing  
c o n s t r u c t i o n  Work i n  Progreea (CWZP] i n  ratcl bawe for w a t e r  
u t i l l t i t a s .  Hmvet ,  t h i s  policy f o r  water Lrtilitiw did nct laae 
tho CoaaiBsion ta endorm a airnilat policy for energy and ttlc- 
c o p x u n i c a t i o n  utilities--uberc c o n + t w c t i o n  tine often exceeds 
m e  year and vhure Allowances far Pundr U ~ c d  During Canstmction 
(APUDC) f o r  long tam conetruction prbjacts  are allowed to nccu- 
pula t e.  

Normally, a water u t i l i t y ' s  p l a n 3  for constructihg neu 
f a d l i t i t s  ara rovieved l n  the General Rate Case. The utility is 
alloucd to b w k  CHIP on tha  bnsis of that reuicu. Fer +xxaaple, if 
it ia deleminedl that t h o  utility will be spending $IOO,OOU p e r  
yaar average on m u  f b c i l i t i e e ,  t h e  u t i l i t y  will be a l l w e d  to 
book $100,600 at tho 9hd of each year. EiatUhl on this invcatacnt 
it provided in t h e  rate changee w d s  for tho fol lowing year, Once  
a project 5 %  ccmglete it rno~ts lhto Plant in Service, BO Plant i n  
S e r v i c e  Is also reviewed in the CRC and allowed pro+pcrtfvnly. 

Saeatinea a u t i l i t y  d o w n t t  have a Z l r n  ploh for addinq E 
new facility, or hae shavn t h a t  in the p e t  it ha% addud fasili- 
ties in a slw or erratic mnnar. In this case the Commlsaion h a 6  
rcqqlrd the utility to f i l o  for a rate h e % &  offset once the 
K a c F l i t y  i . s  p laced  i n t o  fewice. 
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There arc npproximatoly E g o  ernall investor owned w a t a t  
utllltfes in c a l i f o m l a .  rt14 m j o r i t y  are ~ 6 1 ~  proprietorships, 
v i t h  the reMihder bainq Zaaf ly -med  carpersttons and partncr- 
Ehip6. Their risk6 csnaptially parallel those of larger Water 
utilities, but  the ir  axparuto is greeter. S m l l  uyetem prob2tms 
can be generdlly characttrfted as fnsmfficiont  i n f r a 6 t r u C t u r a ,  
too  few re~n~rces, stagnant or dcclinlhg customer gmwth and 
lfttle or no capital. m a  c o m t i z  assmiatad with vater contaifns- 
k i o n  c a n  be handle5 by a large coapahy but can be b sarioua 
financial problem ta e Frnaller v a t c r  corgany due t o  poor ccono- 
nieE O f  scale.  The situation is c o ~ t i a ~ s  exacerbated by a lack 
Of buafhese 6ophist~e:at ion and underatanding of reqltlatory proC0- 
durca. 

Xanp snall watclr u t i l i t i e s  have little or no contact  w i t h  
t h e  CloJztisaion until they e!q?erlom major fiscal or operational 
d i f f i c u l t i e s .  To asseas t h e  atatus Qf a a l l  water utilities under 
Coinmission regulation, the Water Branch, in 1887 and lsss ,  tur- 
vayed a sample of saall water conpanics, One of the inttrarting 
finaingt uns t h a t  crC tbo utilities srutveyad, one hall! narde:d 

hydranta, chlorinators ot o t h e r  cquipatht. Although ndnC v o t o  
found to Re on t h e  vsrgs of collapea, many night br i n  t h a t  
p0Sit iOn i f  they continue to operate h s  is. Other O b B c r V t i k ~ O n s  
were : 

i s r y e  piun'r inyroveBents r i j~ i i  88 Ve: i ig ,  vatei E ~ G ~ S ~ S  tanks,  

(1) A small utility may operate et a letis or a break oven p o i n t  
until a large plant inprovbacnt is needed,  ht that t h e ,  a 
s n a l l  utility w i t h  l t 5 e  than 150 connections w i l l  not be 
able t o  spend h large ammt of mmey on a plant improve- 
tent. The utility vi11 continue to have  a problch u n t i l  
mnay is found for plant iaprovaamt. 

( 2 )  CYJhms do n o t  want to operate sub-rtendard utilities. O f  the  
system f o r  whlch the ouricrs uclnted to s e l l  ct glvct u w n ~ ,  
nOne had uater quality that whs &bow standard and 65% wure 
below s tandard,  

( 3 1  #any ouher6; d i d  not undrratand the advice  lqttsr  f i l i n g  
prWes%- Of the utilities 6 u ~ ~ e y e d ~  26# Rad hot filed f o r  
rate incroPire h c a u s c  tha o w n 0 r ~ i  felt It was; too much trau- 
ble. 

Ire 5: result of t h e  survey, the H e t o r  U t i l i t i e s  Branch hss 
i n p l e s e n t s d  an o u t r i e c h  p r q r a m  t6 E I Q ~ I ~  u n t e r  utility 1MhagaI-F 
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t o  irtStWtt thoae that uant to etay in the w a t e t  business h w  t o  
apply €or inforaal r a t a  fncreasha and hou to a p p l y  tar Sarc  
Drinking Water Bond A c t  loans.  

Small uat tr  conpianlea use advances and contrlbutlans nora 
aften than athrr u t i l i t i e s  to fund conntruction o€ nau f o e i l i -  
tlcr. This form 6f external financing 1% typically dcrivad fran 
rcaL aatatc d a v r l q w r s  trho depoc.it ulth the utility in advance of 
canatruction the e a t h a t a d  aost to build water f a c l l  I t i o s  needed 
to 6emc the urea t o  be daurlopd.  By contractual aqroctmont, the 
utility v i 1 1  refund the advanced d a p a e i t  w e t  time based on 
ofthar a w l t i p l o  of I e V C n u L I  or cost per toot of p ipe .  Contrfbu- 
tion d e p a ~ l t ~  are not s u b j e t  tu refund. 

Advancee and canlrtbutione spraad aut the u t . i l  ity'6 funtlihg 
requirmnte far qrwth pnd devalapmrnt in the eervice territory. 
fhsse stwrced of fundti are not included in utility rite of return 
calmlations becaurc these m r c c s  of  capital  are not  p e w i d 4  by 
company invee tow.  Ponetheleas, operational rlerka ino tmsrr  as 
t.h* percentage of contribUtf6nS incrstasa f o r  the u t i l l t y .  F I X  
e u b a p l e ,  asrunsing a 10% re turn  on ratebase, a utility v i t h  
$166,004 in plant, of w h i c h  4 0 %  Is contributed, can only generate 
a return an lhveatnent of $ 6 , 0 0 0 .  r2 the utility hbd usad debt 
and equity cspftel, it wuld be &le to 0atn $10,990, The opera- 
tional risk fs highlightad t h a n  f e v ~ n u e s  change dur to voluntary 
coneemation and/or sandbtcrry r a t i o n i n g .  

Thw Tax R e f o r D  A c t  of 1986 (TRA-86) now requlres t h a t  ad- 
v a n c : ~ s  and contributions be treated a t  tuxable  income rhthsr t h a n  
contributions t o  t e p i t a i .  xs a result,  utilities are required t Q  

pay federal  t 4 X o s  on the alaount of advances and cantr ibut ione  
received. T h i s  t a x  t r a h b s n t  will likely reduce the appeal of 
these BourCas of f u n d s .  In Puci6ion 8 7 - 0 9 - 0 2 6 ,  thc Commission 
authorized nathwdcr by which u t i l i t i e s  aay recover th6 federal 
W c e a  phid pursuant to TRA-f)$.  

cononiaeion hJ+ ordered an investigation i n t o  the uae of 
connect ion fees to hulp to mitigate the financial problems stem- 
aing from s n a r l  water u t i l l t i a e  In4biLity to borrov a o n e y ,  I f  
a l l w e d ,  &le chango uould put t h e  reyulated utilities on a murcl 
oven f o o t i r q  w i t h  the unregulatr+d nunicipal u t i l i t i c z ; ,  npd night 
make t h e 3  mato viable. 

Snme m a l l  u a t c r  cystema were n o t  flnsnainliy v i a b l e  t \ 'en 
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vhen t h q  w r e  e t a r t r 4 .  Insxperienctd persons or %ptculator6 
Pometiacs acquire I S Y S ~ ~ R  b e l i e v i n g  t h e y  can iaprevo it uith 
l i t t le  c e p l t a l  and srll a t  huge profits, Additionally, thera nay 
bs non-flpsncial r e w d t d p  such & a  axpatirontation by & retfrao 
v t t h  En812 business ot by the buyers having 8 new role i n  the  
comunFty.  I f  the q5tw is in poor physfcal condition and serv- 
ice is inadaquatt, Lhareby requiring oxteneive maintnnance and/or 
capltttl  improvcmahts fror the b-inning, n w  mnatG are S01netiae6 
unwilling and o f t e n  unable to responb, a l lwing service to data- 
r1ornt.e further.  moblam like theee BEY go on for years. 

Zf angry custoxers are suf f i c i ent ly  o r g o n i z d ,  they nay faam 
a district 61 p e t i t i o n  a I Q C ~  political rubdivi~ion to acgulre 
th? utility. X L  cnrstaaetr are insuffioicntly vrganite6 t o  ICCDA- 
pL1sh a buy-out but GoBplain to t h e  Comnfasion, the Conmission 
~ n y  enter into extcnitvo litigation in order ta perrunda the 
umer to gf fuc t fve ly  manege tha systwt or to d l v ~ t t  ownership. 
Thia str4tqgy noy buve no e f fec t  or ouners r?ay make xinimal 
irnprovexitnts to avafd hearings and to justify capital-related 
rata lncraasea .  I n  cxtrone cnues, PVI IO~S have BkttthdOnUd their 
rystezrs. 

Whcrtr the Cornisrim w i l l  s t i l l  have t h e  responsibility or 
regulation after a s a l e ,  i.c. s a l e s  t o  i n d i v i & u a l +  v e r m ~  sales 
to public e n t i t l e d ,  current pcrlicy i6 to diacourbqc forPation of 
U h V f a L b l e  or marginal w a t o t  utilities. The burden LE plecud on 
&riyel-e -- -...-. LL- --__-A _--- ̂ I  LL- --...--*a .AW. :-:- 

kfOnE, especially uhkn buying abava book coset. Houtvctr, a pur- 
chaee prlto above the  systenmfi Q t p t e c i n t e d  historical c o a t  d ~ e s  
not Lnhnrently the price is irsprudmt. 

Lu pmvq Lil t?  l L I 1 ~ K l ~ : l a l  a C J U l I U I t C ~ a  V L  C119 Y A U p J F W  UCyYI- I  

The +timciarcila that apply to C l a s s  A u t i l i t i a e  Elbo apply to 
t he  C l a ~ c  B, C and D utilities. Tho rsal  difference b&ueen the 
Class  A Utilities end the  others is t h a t  there 1% a g r e a t  l i d t a -  
tian Lr, t h e  aeounts  ai c a p i t a l  t h a t  ma11 utilities can ra l sa .  
To a’l leviata the f inanclcr l  burden, ma Safa Drinking Water Bond 
Acts (SONPA) of 1976, 19B4, 19B6, ond 1988 w x c  tipsroved in the 
varieus t i t a te  gentpal electianr. 

The l e g h l s t i v s  i n t e n t  o f  t h e  5DXEA vas  to u ~ s u r e  that all 
donestic watar isugpliea aeet b1nimz-x standards r r e t ~ b l i s h e d  unacr 
Calkfarnia’s H e b l t h  and S e f a t y  Code. The SDHRa d i r e c t e d  that 
three state agen6Lss--the 5cp&tltment of H e a l t h  Services [DHS), 
Ckpat tnsnt  of Watrzr Re30urce3 .[Dm), and the CPVc-share the 
adainiatratFan O P  the prograa f o r  invea to r -o rnd  w a t e r  utilities. 

M S  is c h a r 9 4  vlth the responsiblllty to recumend Ibprove- 

- 4  Y t  
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m n t ~  and rchabil itation necesdbry t a  provide pure, w h o l ~ ~ a n c ,  
and potable w h t r r  avaflabla Ln ad+q\rato quantity or sulrlcitnt 
prossure tor hcal th ,  cleanliness an8 other dw4atic purposes. 

OlCR l a  tha banker for the SMlM proqram. Upon receipt of 
the approved project  p l a n s  and new pexlit from MfS, h dotailed 
financial nnalyoio is mad* to determine t h a t  t b e  loan would be 
adequately received and the water  utility Rar t h a  ability t o  
repay Vlr lwn. Tbooe u t l l i t i e ~  vhich meet nWR*s f h r n c i a l  re- 
quirements ar@ faauee l o a n  authorfzatiane. A c t u d l  l oans  are nade 
to a utility after  (1) tho C W C  appmvor the  bwT( loan contract  
and authoriaee suificlsnt r a t e s  to repay t h u  loan and ( 2 )  DHS 
apprours the  final ~ W B A  project plans and s p e c i f i c n t i o n a .  

To obtain CPtrC approval La borrou the SDWBA funds an& ih- 
ctaase rate6  to repay thr loan, th4 uatrr u t i l i t y  nue t  f i l e  an 
hppltcation w i t h  the CPUC. To provide  the vator utility's rate- 
payers v i t h  c ~ p l c t s  information on t h e  GDWBA project, the CPUC 
conducts a public m e e t h g  or oviduntiary hearing in t h e  rstcr 
u t i l i t y  atrv lcu  area. The Comlicsion looks at the  baeic hahl th  
requirements and deflcienclcs, thm required plant Faptovepmts, 
s i z e  of t h o  rate increase &nd ths opinions of the ratepayers. The 
conaission decis ion is f ina l .  

In the f a l l  e f  1968,  LTspR m s i l d  lstters to all nolaers of 
Loan contracts under the SDWBA of 1376 not i fy ing  them t h s t  tho 
SWEm of 1988 w t h o r i z a d  the S t n h  t w  fix the intcrtst rate a t  
8.19. A number of the largcr munfcipal loan hddass ,  upon roceipt 
of this l a t b r ,  contacted the DLPoctor Qi DWR snd requested t h a t  
the 1976 p r r m  be treated the tbw as the 19B4, 1986, an8 1988 
program6 which 411- the laan haldhrr to pay only orbe ha l f  of tht 
interest rat& paid by t h e  State  Pi California Lor the b n d r  which 
finance t h t  SDWm prograx. 'it is anticipated that in b p t ~ p ~ ~ ~ d  
1990 S m ,  b provision will ba included to r a t  t h o  final rate of 
intorest for the 1976 program at om-half the  hctual  cost. 

This a n a l y e i s  in E snapshot of t h e  r ina t lc ia l  p s i t i o n  of the 
CaLiforniu  amall v a t t r  u t i l i t i e e .  The c r i t t r f a  vas to tielect 
m a l l  ~ 4 t 4 r  u t i l i t i e s  thst racaived appravtrl for  g o n e r a l  r a t e  
ihcran-oa by reealution in 1933 a n d  1989. T b l s  sa~plsr of fourteen 
w o t c r  u t i l i t i e s  u a s  analyzed by fnvestigatlhg corkuin financial 
indicator0 calculated fro= their 1988 annual reports t o  Ute CYJC 
[Table  16). 
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The C O a b o n  ground shared by the emall uatar companies i a  
their corpsrablc autharired rate of return and their inability to 
e a r n  it. Ten coopanirs a u t  of the fourteen Fanpled earned a 
neqat ive  rata Qf return. other tBm these itehs, sttaff  found t h a t  
€ha a d 1  Yak;.r utilititr h a w  no other rlnanci ls l  s imilarities.  

The average capital structure far th is  sample O C  emall watrr  
csnpaniaa appraxinatcs th8t  of the l ar tp  water utilltita--40t 
long-term dabt and 6 D t  Q-OK rqu l ty .  Bwwar, s i x  of the  Utili- 
ties vere Over 9 Q i  equity f i n a d  and a t  thr other extreme, ~ U O  

had n e g a t i v e  C O H ~ O ~  cqulty due t o  accuulatqd operatfnq losrar. 
which ucre gruater than accumulated equity investment. 

A WidOly held k Z i e P  ie that omall water companlrr rely 
h e a v i l y  upon advances and contrlbutlano. T h i s  analyrlt showed 
that there is a uld+ range ta the ~ W O ~ S  of advances 4 M  cont r f -  
buttons held by the saal l  mater u t i l i t i e s .  For example there were 
an1Y three CaXnpaniaa u i t h  h r a t i Q  higher than thc! 13% average. 
T W  reat hab ratios below the ttv%taqG. Five caaganluc don't have 
An)* advances and c o n t r i b u t l m s ,  Interestingly, there lray be h 
correlation between the Use of contributed capital  and the capl- 
t a l  i n t e n s i t y  or h cystem. For Cx6&ple, mnbov Watat, tho most 
c a p i t a l  htenslvc eonpnny w i t h  $ 2 , 2 8 2  invested per customer, has 
one Of tho  lowest c o n t r i b u t e d  pLant r u t i o ,  3 . 1 0 1 ,  but Elk GrQve 
Water, the l east  capital intens ive  v n y  w i t h  SL93 Invested per 
C U B t o m u t ,  has t h e  higheat percentage of contributa4 p i a n t ,  
62.12%- 

T h i s  a a p l e  dbqs n o t  support t h e  h l i e f  t h a t  u t i l i t y  reve- 
hubs decrease with higher levels Q€ contributed caplkal. The four 
canpanies with revenue to net plant investment ratios g r e a t e r  
than the & V e t a g e  a l g a  ho ld  more contributed capital t h a n  thu 
average. Thore iB, honwsr ,  no dieccrnibla c c ? r r s l a t i m  between 
contribubad c a p i t a l  Phd ratehasa earnings. Banbow Watek earned 
2.19% on ratebase in 198e w h i l e  %1K Grow earned 8 . 5 1 %  but A m -  
s t r o n g  Y a l l t y  anrnsd the h i g h & F t  return, 15.75% w i t h  only 1.193 
contributed capftnl  nnd $1,413 invested per C U E ~ O ~ ~ I ~ ~ Y .  The c o q s n y  
w i t h  t h e  grestaet l o s B ! z s ,  M s  Guilicos at -50.318, had zero 
tontr ibut led cag i ta l  and $ l , O . l i  invested per custsoar. 

h factdr Cqnt r ibu t ing  to ~slal l  water utility operating risk 
i s  t h e i r  very h i g h  operating expanses to operating revenue r a t i o .  
All or t h e  Companies 5.n the saaple had extrttnely high  operat ing  
r a t i o s ,  r a n g i n g  f r m  6 4 . 7 6 t  to 230.94% and bveraging 117.612. 
ELeVcn of t h e  f0llzLtoan C O n p a n b 8  had 6prrntinT XEitiQs a Z d V Q  90%. 
Hot  Yurp r i a ing ,  net praf i t  n a r g i m  &re s l i m ,  ranging f r w  3 5 . 2 4 %  
to -130.94%. Ten of the rourtehn conpnies in t h i s  + s s p l e  had net 
p r o f i t  narginr of 10% or belcrv. 

16 



R€iSPONSIBLE 

( 2 )  O P C r a t € ~  

T h ~ t  ;arqe and anal1 w a t e r  util?tics d i f € a r  g r e a t l y  w i t h  
Fcspcr t  to changes l n  sales and revenues. Tks fo l lowing  z h a r r  
shows t h a t  l a r g a  uatRr u t i l i t y  rat&% of r u t u r n  (RORI are l e a s  
asns i t ive  to changes in revenue than aru s n a l l  water conpanics.  
I n  t3is c x n m p l ~ ,  changing t h e  coxpactad revenues af a C l a s s  A 
v s t e r  utilicy (san JCSC Hater Company) : 10% varFcts the rate of 
r e t u r n  5 27%. If rcven?ltr of a c lase  D water  conpany ; C e n t r a l  
V41167 Water fozrpany] 4 r ~  changed by 16* the ratm of raturn w i l l  
c>nnqe k 112%. 

i 
t’ 0: --- 

/‘ 

W a  a c t i o n s  could be taken CLb to~apm~sclts tha small w a t a r  
c o q a n l a s  f o r  the high financial risk t h a t  they face. One EQthOd 
c a n s l d c r s d  1s to authorize a lsrqrtr ROR, but this increase j u s t  
A k ; ? f t =  t h P  o p e r a t i n c ;  lizle upward V i a o u t  roducing the l eve l  of 
r Fsk. 
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An a l t e r n a t i v e  ncthad would b% to grant a nmanagelbent retm, 
to the small1 water companies, which ubuld n o t  be t i e d  to tht 
ratebbre, but tied to .caw other  crltqrln+ T b  effect uould t i l t  
the RQR line so t h a t  it vodd rcaaabla the ROR line ef the l n r g e  
v a t u  utilitie6 (IQnaqenent Etta  arc^ dircuaaed on page 211, that 
ie, the operational risk fac ing  t h e  srall water utilltios would 
h cenpematad. 

Typically ~ l m s  6, c and D uatcr u t l l t t f e s  are pernittsd tu 
tile atlvice letter rcqueato for timely rate r e l i e t  u i theu t  need 
of a E6raal hearing.  This nethod clialnntea the high cast of a 
rate case proceeding. In qstablishing r t v u n q e  reguiranantr, 
current prac t ice  is ta perform individual company analyscs  of 
operating ccJ,tita and to cuthorixc ROR from w i t h i n  a s t e n d u r d  
narrow raws. To a larqu extent, oanl l  water utilities ar4 funded 
so lo ly  witkt  equlty capi ta l .  In the caw or 1001. equity financed 
Cahpllnfes, t h e  ROR is the ROE. 

The Cuftattt atandard RQR €or 100% equity financed amall 
w t ~ r  utilities, 10.754 plus or ainua . 2 5 t ,  has been in effect 
Z~IICQ A p r i l  20, 1989. ~ h c  aethod for duiv irq  chs standard range 
is r a t h e r  subjcectiue, uith periodic revisianr anda in response to 
&=F.G== i~ prei.ai!,ir?g j s ~ _ e r e c f _  ra+aa, r n f l a t l o n  and Tenarai 
eeonmio conditions. There is no s tandard basis point Gpread, but 
conelderation i* given to recent returns autharizad f o r  the  
larger Class A,  hixed capitalized, water ueillties. The range a f  
kUthOTiZEd return6 provider a degree of flaribility i n  setting 
rwenue reguirements to a l ~ w  for perc+ivad differences In water 
q u a l i t y ,  ~wrvice,  manuqsment, t t c .  while still providing a rea- 
sonable r e t u r n  ta m e r a .  ms sxi~tence or extraordinary c ircm-  
stance6 uaul4 d i c t a t e  a ROR different frm tho standard rate. 

Far skull water companies w i t h  nat taxable incone of less 
than $75,009, rarenaklng incoma t a x  4 l lc l tance6 are b%sed On 
effectlva t a x  r a t a  of 15% of the first $ s ~ , o o a  and 25t of t h e  
next  $25,QQo conpared to 365 f o r  Largo Clam A watcr companies. 
Thebe lower tax  rator trarialata hnta Lgerar net-to-gross m l t i p l i -  
EPS rrnqhg €raa 1.3 to  1 . 7  as qipoped to the 1.7 rultiglier f o r  
Claaa A canpanbc ,  These t a x  rete differentials wltigate the 
fi ighvr revenue rhquir#nents usunlly aasociatcd with u k i l i k i a a  
haldinq high arii0unta of W I t y  c s p i t a l .  Table l? chws the pretax 
weighted coat a €  c a p i t a l  f e r  four of the largest Clnss A conpa- 
nies canpared t o  the rang& a v a i l a b l e  to s-11 u a t q r  ccmpaniea. 
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Current alaeslticatlons s u b d i v i d e  the utilities by the 
n u n k r  of service COrirN5CtiOhS,  the  utllitics, tar the most part, 
It= p t i  11 regulated by the tradltlohal regulatory npproach 
(rht+baaa r q u L a t F o n ) .  Thio Form of regulat ion on the m a l l  
vater utilities (Classes B, C and b) 6eem to oxacerbate  th t  
problem. A reclass~ffsation af t h e  water utilities could be 
dosigned in a vay t h a t  allour the C O R ~ 4 i 0 6 i b n  to i d e n t i f y  tho 
anique ccanonic problems faced by the utiLitlcr uit.hin a g l u v  
c1 a m .  

Par +xaxyle tho root of tht probla to axtall vater utLLltfar 
is econoaic in nature .  Small water utilities provide uat+r ut 
higher pur unit aortn t h a n  large utilftica. Larqe water u t i l i -  
ties  to able to provide profosfiional sanagenent and laver cost 
a e w i c o  because t h q  spread the f k a a  cOrt6 of operatlens over 
xor-c customers, Because of the s ira  and t h e  nntura of opera- 
tions, it is of ten  difficult far  n o r m 1  regulatory t o o l s  to 
provide the i n t e M  protoction far both consumem and the amall 
water u t i l i t i e s  Berving them. 

To a l l e v i a t e  aany  of t h o  problem that are faced by the 
-11 water u t i l i t i u  A new approach could be developed in claa- 
aification and regulation. Dnn hethod is tlascification of tho 
uater utilities based on the peD2antaqe of cantributions. Uhrn CI 

water utility has n large parcontage of c a h t r i b u t i o m  I n  t h e i r  
capital base, operational r i t X  Ihcmasea for tha utility. 

u r g e  w u t e r  townies are capital i n t e n s i v e  operations t h a t  
exhibit lhCr0a5irpg return6 to scale and =joy us11 detined s e w -  
ice territories, I n  which t h e y  ar% Bole  suppliers to & c a p t i v t  
c u B t o ? a & r  narket  vith few substitutoo. B y p a s s  (an industrial 
custouor drilling B well] could occur clae to trnecononic distor- 
t i o n  created by inapproprinto rate dtxsfgn. Frequent rata cases 
and balancing account t r e a t m e n t  a f  u h c o n t r o ~ l a b 1 c  vpsrating 
axponsea, f n s u l a t c  utility shar&oldcr6 from txtreme financial 
nnd operating rieka. Publfc  utility rclgulation was des igned  for 
monopoly indsztriee such  es large investor owned uatcr  cbnpnniea. 

m e  ratemaking ptocodurea currently e q l o y t d  by the CommiB- 
SiOn--bV~r6ight CI€ U € i l i t y  c a p i t n l  budcjeta, imputthq prcduc-tiviky 
incentives and controlling 00s t~ of serviec--continue to bc 
appropriate f o r  this sector o f  the vnter utility i n d u s t r y .  Thctc 
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appear% to be no coupelling reamon to change, However, t h e  Com- 
n i s a i o h  could ccinuidar permitting ut i1  i t y  representatives to 
a r t i c u l s t e  t h e i r  Concum8 in a UOrkShop listing uptimar a n d  
altermtivos to current regulation praccdurro. 

(1) 

h pdarrk1o a o l u t i a n  tQ t h e  myriad af problens b e ~ e t t l n g  
s n a l l  u a t e t  utilities tr t p  more a c t i v e l y  prouots  conmisalon 
ReSolUkian No. H-4768 claw Auguat 2 8 ,  1978 that supporta convcr- 
s i o n  of urlvfuble or marginal water utilities to public omcrbhJp 
or their aergers. olth Bore viable ubtet- operatione. The p tsc t i -  
C h l i r y  and vlabllity of EUch t8krQVer6 could be crplotcrd fn 
detall i n  an Order Instituting Inves t iga t ion  (OIIj. Tssuos  t h a t  
ettoulr? be invtsrigcbd would incll ick! 

o kr-hat incentives exis t  tor larger cc#apanies or munictpalitiafi to 

* Should t h t  Cearmisaion cnceurayiz such takeovers by creating 

takeover me szoall cmpanlar. 

suf  ricicnt incentives .  

a what vould Ix t h e  llkcly l rapac t  on rates of both the acquir ing 
wmpany and t h e  company acquired. 

9 Hhat practical problrar sbouEd be CohcidBred, i . e .  physlcel 
location and charactaristice + viabll i t y  of infcrconntctinq 
t3yEltIsm3. 

o #hat  *re t h e  pasrlbilitiee or largP water utiiitle3 bbthining 
~ Q W  coat SIHdFA €unds for upgtadfnq any small ~ y s t ~ u i z  they may 
takeaver. 

Thr problem of Znulf water utillticz is fundaraentally duu 
to ihtufficiene ccmomFee of s c a l i  nnd n o t  j u s t  innuff$ctent 
accass to financinq. For that r e b s w - i ,  che C o m i s e i a h  ar. wall a8 
many clther regulatory j u r i s d i c t t o h s  around the country have 
granted flnall wakr compnnle-t lawr equLty re turns  thah larger 
companies. Hbnetholese ,  ~ ~ 4 1 1  wnter  uti1 i t i e a  a h  c l Q a r l y  more 
ri5ky tban large water u t i l i t i e s  and t h e o r y  w o u l d  s u p p o r t  the 
no t ion  t h n t  ths requir& return on investhunt should be h i g h e r  
for s a l 1  mtar thsh  fer large water cabrpahies. 
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The fot loving  are options towards inproving the flnancfal 
vfahiltty and f l c x t h t l f t y  of small watar utilitits. 

A fund could be created fer tho purpoac of lnrdinq noney to 
a ~ l l  uatrr companies, at reasonable rates and over a long enough 
repayrant period to reduca rate shock, The proqran couLd hc 
substdized by goneral surcharge revenuas or qenetal obllgatton 
bands, pernittirq loans st vsry low or no intareet rates. 

WBkn a coapany owner lends Zundo to the corspany which it 
would be unable to sucure on i t s  awn, or guarantoos n l o a n  en Lhr 
companyla b e h a l f ,  tha camiJrticm could allov ramo premiurc al>clue 
t h e  coot of tAr loan to coPvpMoato for the rick ard the  potentlc’l 
t h a t  th4 noney cuuld have been irrve-ed In a vpnture that is bore 
prbf i table .  

To a t t r a c t  qualified mnagsaent and to maintain nanagwrentls 
interest In the water systea, fldLary Compensation could bo sot on 
ah indiulduul baaig rather t h a n  on u range or salaries. I n  
a d d i t i o n  to salarlcs, (I aanagepent fee could be considered. 

Wnter utilities, l a r g t  and anall, b r t  allowed to erpewa  
nanaqewnt sal4Zieo. The C l a s  A u t i l i t h i  and sone of the C l a s s  
€3 u t i l i t i e n  find little financial constraint in negotiatihg thq 
anount that the C O Z X X ~ ~ ~ O ~  will approve, b e s i d e s ,  these Clazfes  
porsoss auch fihnncial ctranqth t h a t  managewant. aalariefi have  n 
small efFact on their r a t e  of roturn. 3t is the  arrraller C l b s s r s ,  
C End I), where n a n a g w n t  s a l a r i a s  p lay  ZI larger importahce an 
t h a  conpany’a rate or return. The current process f a r  sctting 
management aalaries 1% to project tho e ~ p e n a e .  The Cotmission’s 
s t a f f  thPn svaluatas the amount by conparing it m ethe r  u t i l i -  
t lts  sf sinilar &iz;P and geography. what  could be consldertxl is 
t h o  i n d i v i d u a l  nerita o f  tho conpany an8 i t a  nanagenent. For 
exmple,  ti water utllfty uhoaa m a r f o p r a t o r  p ~ s s e s s  a Profao- 
Qional Enginwere L l c h n ~ ~ ,  o r  a P l m b l n q  License or any L i c e n s e  
that allaus the ownar/operator k o  pm!ot-n the work r a thn r  than 
having to contract t h c  work out, cou ld  b+a alloued a calsry that 
reflects t h e  expertisra and c m i t n r r n t  to the utility. 

Although C l t i . ~ ~ ;  A water  utllttie~ acme the zamo f u n c t i o n  a3 
the C l n k ~  €3, C and 0, t h e y  shou ld  ha regu la ted  dl€Ecrsntly vith 
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the  f a s u a  of nanagamant s a l a r i e s .  Management fccr could bo 
granted to t h e  C l a s s  B, C and D water utilitiap. Although there 
is 4n a r c p w n t  that Class 8 ,  c and D vatar utL1itLe.a wquire lwos 
uark than large utllftius, an i n c e n t i v e  is needed for  the 
avncr/operatora af the rmn'lf C h 8 6 B 4 3 ,  especLaLly Class P. In the 
Class D u t f L F t f c s  many ure financlslly s t r a p p e d  and f i n d  it 
difficult to f ind a&dltlooal landing Md/or 4dditfonal inveatora. 
Wany resort to urtng their hone6 and/or personal property as 
collateral. A financial incentive, ruch ae a Ranagement f e e ,  
r a u l d  give reasah ta reaain ufth t h a  cystun, rather than to ahan- 
don it. 

Currant autharlttd returns may n o t  f u l l y  rcfloct ths risk6 
inherent in -11 wafer company operstiona betaxus+ t h e  current 
methadology ror rrrr8i1 vmter companies concenttatas heav i ly  on 
their relative a-nce of f i n a n c i a l  r i s k  (many are funded s o l e l y  
with equity c a p t t n l . )  There is n6 rtcaqinition of t h e  r e l a t i v e l y  
lnrqe o p r e t l n g  e w p s ~ ~ e e  5336 high aarnings volatility assmiat& 
u i t h  anall vatcr aprrrtione. 

EatabliBhlhg tho generic ROR range for  1050 equity uattr 
eoapnies fa  quits mbjectivc. Hwovor, attwnpting mare precis ion 
or a s tr i c t  quantification of a r i s k  pra=iua for operating r i n k  
could be even mre problematic. As r i s k  inherent In sunll Prater 

company owrat ions  are nbt  conparable to any w a t a t  conprrny f5r 
uhfch raarkat data It hvaflable, reaulta of t h e  ather financial 
models uould also be d i f f i c u l t  to in terpre t .  HDnothelesa, t h e  
Conmission h a s  t h e  A u t h o r i t y -  to authbritct any rate of r e t u r n  
within the rmge aP feirness and ra&&onablonrFF. 3n affirmation 
of i t s  s u p p r t  or s h a l l  uater campany invastorr;, the coztaission 
m y  adopt II. p o l i c y  ~f nuthorizing a n W c r  of parcentage p i n t a  
abOVQ large WatOr authorizations ( f a r  6xmp14) to determine the 
sml l  viter ROR, 

The c u r r e n t  pratess in Clllifurnia f o r  setting rates for the 
srzall utilities is through t h e  a&iea l a t t e r  filing process. This 
rmthod c l i a i n h t 4 #  the high cost af a t a b  cas9 proceeding, w h i l e  
ptotgcting the t i g h t s  of both t h e  c e n s m n r  and t h e  u t i l i t y  to 
prtrticipate in the prc-cees. 

A l t e m s t l Y 0 6  that could br- consld~red i n  6 e t t i n g  r&itCS B r a  
aa F Q ~ ~ o Y ~ :  
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40; whatever reamn, a n y  small utilitlos do not COIUR i n  for 
needed t a t s  increaorc. hlfwinq automatic rate adjurtmebts which 
could ba s e t  to 4n index would allow Vla utility to tVcOvar thase 
e x p c ~ S a +  that  am w t  01 tho control of the utility, Therefore, 
t h e  kncwery of loet or gained YBVMUQC a t e  not adjusted when t h c  
u t i l i t y  aavta or UaBttS monoy and the stockholders w i l l  bear  
them ga ins  or C O 6 t S a  InduXlng w i l l  alpo preaawa tha incentivas 
round with t e s t  year ratemking. 

The Cornliarion call either construct a ntv index Lor t h e  
water h d u s t s y  or u a t  hn P x b t i n g  one, but ant that daes n a t  
contain variables that 4r0 controllable by t h e  u t i l i t y .  IC the 
utility i5 sllwed t o  h i v e  SDRC control oyer tho v a r i a b l e  then 
the index may ~ e w t  us a paas through raechahira. For t X a E p l e ,  
tho indbx nay cover expenses brought on by drought canditions, 
such as mnndatory rationing. 
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The t o l l w i n g  t h b l e 6  i l l u s t r a t e  several topica diecussed i n  
the text. For t h e  mst part ,  t h e y  compare the perfornance of 
California water c~rrp l ln i~s  w i t h  t h a t  a€ viariaus other public and 
P r i v a t e  conpanfcs, The companies u r t d  In these analyses a t e  

in nb1cJ 18 and 19. 

w- 
Water Quality ~ e e t i h g  6r kisecisted cast6 

Stmdard XI Pmr's Ratihg Benchmark Definitions 

California Watar, Energy and Telecbranrunicationa 
C c m p a n k s ,  Allowed VB. Earnad Return on E q u i t y  

~alFLarnia Clatis R water u t i l i t i e s  v0. A - R a t e d  Bonds, 
A l l w e d  and Earned Returns, Y i e l d s ,  and Spreads 

A c t u a l  Return on Total Capita l  

Actual Return on C m x m n  E q u i t y  

Actual Long-'rern Debt Ratio 

A C t u z l l  Coram Eqaiity Ratio 

he-Tau  Interask Coverage 

Revenue to Net Plant Inveatlaent 

Advances t Qantributfone to Nar U t i  1 ity FlanT 

N e t  P l4nt  lnves tncnt  p r  tX&eser 

Operating Ratio 

N e t  motit H a m i n  

Rate Comparisons of calirornia R q u l P t e d  and 
U n r q u l a t M  Water U t i l i t i e s  

Sanpla of ~nall Water Campahias F i n a n c i a l  StEtietics 

Pra-Tax weighted Cast of Cnpital 

Ljst of conpanies UtM i n  the k t a  Tablm 

L i s t  of colnpanlca Z;J& for R a t e  & Usage C m p s r i x a n s  
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A: 

6713451-1 

COMPANY: 
DOCKET NO: WS-01303A-15-0131 and W-01732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc 

Response provided by: 
Title: 

Greg Barber (a-d) 
Controller - EPCOR Water (USA) Inc. 
Sarah Mahler (e-f) 
Rates Manager - EPCOR Water (USA) Inc. 

Add ress : 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 5.01 

Q: Net Present Value ("NPV') Analysis - This is a follow-up to RUCO data request 
4.04. In which RUCO asked the following: 

Did EPCOR do any NPV Analysis or revenuekash stream projections when it 
purchased Willow Valley? If no analysis was prepared please explain why not? 

The Company responded: 

Yes, we did a NPV Analysis for the Willow Valley acquisition. However, the 
purchase price was the result of arms-length negotiation between the buyer and 
seller and represents the lowest acquisition price that the current owner would 
accept to sell the  Willow Valley systems. This negotiated acquisition price was the 
result of protected negotiations with the seller who initially indicated an expectation 
of a higher acquisition price. The NPV analysis performed by EPCOR simply 
supported that negotiated price. 

Based on the Company's response please answer the following questions: 
a. Please provide a copy of this NPV analysis, in excel format with formula 

intact. 
b. Please provide the name of the employee(s) who conducted this NPV 

analysis . 
c. The date the NPV analysis done. 
d .  Did the rates department conduct this NPV Analysis? If no what department 

conducted the NPV Analysis. 
e. When RUCO Staff, Mr. Michlik and Mr. Mease, met with Company 

representatives Sheryl Hubbard, Sarah Mahler and Alex Lovisetto, on 
August 28, 2015, RUCO was told that the Company had not prepared a 
NPV analysis. Since then, RUCO has been told by the Company that it has 
done a NPV analysis. (See response above) Please explain the 
inconsistencies in t he  information provided to RUCO. 

f. Please explain, to the extent it has not been explained, in t h e  Company's 
response to e. above, why RUCO was not provided with a NPV analysis 
when originally asked on August 28,2015. 



a. EWAZ objects to  DR RUCO 5.01(a) to t h e  extent that  it is not relevant to  the  
Commission’s determination of the  present action and  is not reasonably calculated 
to lead to  the  discovery of admissible evidence. The agreed purchase price was 
t h e  result of arms-length negotiations and  not a result of a financial model, 
Moreover, EWAZ’s NPV analysis has no  relevance on  whether o r  not t h e  proposed 
acquisition is in t h e  public interest as EWAZ has committed to abide  by t h e  rates  
established by t h e  Commission in Willow Valley’s most recent rate case. EWAZ 
further objects to DR RUCO 5.01(a) to t h e  extent that  t h e  information requested is 
highly confidential business information or  t rade secrets. Disclosure of the  
information requested by RUCO, even pursuant to a protective agreement ,  would 
adversely impact EWAZ’s future operations and  t h e  Commission’s stated policy of 
encouraging t h e  consolidation of private utilities. 

b. T h e  financial analysis w a s  conducted by the  Finance group under t h e  supervision 
of Greg Barber. 

c. The financial analysis w a s  completed in October 2014. 
d.  T h e  Rates  Department did not conduct the financial analysis. See also response  to 

b. above. 
e. The named employees stated they were not the people who had  conducted the  

financial analysis and  that any  questions relating to t h e  financial analysis would b e  
better addressed  through a formal data request. 

f. See e above. 
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COMPANY: EPCOR Water Arizona Inc. and Willow Valley Wate. 
DOCKET NO: W-01732A-15-0131 

***For all data requests for which you do not have the information requested, please state 
such and skip to the next data request. Also, for responses to data requests that may be 

Response provided by: Sarah Mahler 
Title: Rate Manager, EWAZ 

Add ress : 2355 W. Pinnacle Peak Road. Suite 300 
Phoenix, AZ 85027 

Company ResDonse Number: STF GWB 1.7 Paae 1 of 2 . -  

Q: Rate of Return - please provide a schedule showing the rate of return along with 
all components as approved in Decision No. 74364 and a schedule showing 
EPCOR’s proposed cost of capital in its most recent case in Docket No. WS- 
01 303A-14-0010. 

a. Please explain the capital structure that would result if the proposed transfer 
to EPCOR. 

b. Please provide schedules to support the capital structure that would result if 
the proposed transfer to EPCOR. 

c. Please quantify any change to Willow Valley’s pro forma revenue 
requirement if the proposed capital structure were to be applied in Willow 
Valley’s most recent rate case. 

d .  Please indicate whether any reduction to revenue requirements as a result 
of a revised capital structure is appropriately shared with Willow Valley’s 
ratepayers and provide explanations to support the position. Please provide 
any workpapers necessary to support changes to revenue requirements. 

A: 

a. EWAZ objects to DR GWB 1.7 to the extent that it is not reasonably 
calculated to lead to the discovery of admissible evidence. EPCOR also objects to 
DR GWB 1 .7 to the extent that it is vague and ambiguous and calls for 
speculation. EPCOR further objects to DR GWB 1.7 as unnecessarily 
burdensome in that it seeks information that is readily available to Staff in the 
identified Decision and Docket. Without waiver of tine foregoing general and 
specific objections, and as an accommodation to Staff, EWAZ states its proposed 
cost of capital in Docket No. WS-O1303A-14-0010 is referenced in the table below. 
EPCOR further notes, as stated in the Application, that at this time EPCOR does 
not anticipate changing any of the elements established in Decision No. 74364 
following the acquisition. As a result, speculation as to potential changes to capital 
structure prior to Willow Valley’s next rate case is premature. EWAZ will address 
capital structure issues in Willow Valley’s next required rate case. 

5 593 768-2 
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I 
COMPANY: EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
DOCKET NO: W-01732A-15-0131 

Response  provided by: Sa rah  Mahler 
Title: Rate Manager, EWAZ 

Address:  2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company R e s p o n s e  Number: STF GWB 1.7 Page 2 of 2 

EPCOR Docket No WS-01303A-14-0010 
Percent Cost Weighted 
of Total Rate cost 

Debt 59.76% 4.29% 2.56% 

Equity 40.24% 10.55% 4.25% 
100.00% 6.81 % 

b. 

c. 

d.  

Please refer to EWAZ's response to item a. above. 

Please refer to EWAZ's response to item a. above. 

Please refer to EWAZ's response to item a. above. 

5893765-2 
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COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona IN. and Willow Valley Water Co., Inc. 

EPCOR Response  provided by: Sarah Mahler 
Title: Rate Manager 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Global Response  provided by: 
Title: CEO 

Ron Fleming 

Address: 21410 N. lgth Ave., Suite 220 
Phoenix, AZ 85027 

ComDanv ResDonse Number: RUCO 6.03 Paae 1 of 2 

Q. Benefits to Existinq Customers - On page 4, line 4, of Mr. Bradford’s rebuttal 
testimony he states that he has developed a plan to drop water loss from 26 
percent to 1 percent within the first five years. Please answer the following: 

a. Does Global Water believe Mr. Bradford’s plan is possible? If no please 
explain. 

b. Does Global Water believe it can reduce water loss by 25 percent in the first 
five years? 

c. If yes to b., why hasn’t Global Water reduced the water loss by 25 percent 
already? 

d. Please provide the percentage of water loss by year since Global Water took 
over operations of the Willow Valley System. 

A. EPCOR: Mr. Bradford’s testimony stated EPCOR will “reduce non-revenue water 
by 25% within the first 5 years of ownership.” To clarify the meaning of this 
phrase; EPCOR has asserted it will reduce water loss by one quarter (25%) of 
the current level, or 6.5% of the current 26.1 %. Mathematically represented: 
[26.1 * 25%] = 6.5%. The Company is proposing a plan to reduce water loss by 
6.5%, to approximately 19.6% in year 5. 

GLOBAL: (Parts A to C) Please see clarification above regarding Mr. Bradford’s 
testimony. Regarding whether the plan is possible, please see response to 
RUCO 6.02. It is worth noting, which Global Water did through several rate cases 
including the approval of the SIB itself, that Global Water put a comprehensive 
water loss program in place for Willow Valley. In short, we replaced all meters, 
installed advanced meter reading systems, implemented billing analysis and 
protocols to ensure validity of usage data, etc. Despite these efforts, water loss 



COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Year 2007 2008 

Water Loss 11% 17.4% 

EPCOR Response provided by: Sarah Mahler 
Title: Rate Manager 

2009 2010 2011 2012 2013 2014 

16.5% 19.5% 23.5% 23.1% 22.3% 27.8% 

Address : 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Global Response provided by: 
Title: CEO 

Ron Fleming 

Address : 21410 N. lg th  Ave., Suite 220 
Phoenix, AZ 85027 

Company Response Number: RUCO 6.03 Page 2 of 2 

has continued to accelerate because the primary driver is the failing pipeline 
system, which can only be corrected by the removal and replacement of the 
waterlines. 

(Part D). Regarding Item d. Global Water acquired Willow Valley mid-year on 
July 1, 2006. The following shows historical water loss for each calendar year 
beginning in 2007. 



COMPANY: 
DOCKET NO: WS-O1303A-15-0131 and W-O1732A-15-0131 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 

Response provided by: 
Title: CEO 

Ron Fleming, Global Water Resources, Inc. 

Address : 21410 N. lgth Ave., Suite 220 
Phoenix, AZ 85027 

Company Response Number: RUCO 6.04 

Q.  Benefits to the Existins Customers - On page 4, line 16, of Mr. Bradford’s 
testimony he describes seven techniques to reduce water loss. Admit or Deny 
Global Water cannot perform these same techniques to reduce water loss? If 
admit please explain why Global Water cannot perform these same techniques to 
reduce water loss? 

A. Again, Willow Valley has implemented many of these specific water loss 
prevision measures, including replacing all customer meters with advanced 
meters and an AMI system. For additional information regarding Global Water’s 
water loss efforts, please see Global Water’s most recent water loss report, 
available at this link: http://ima~es.edocket.azcc.qov/docketpdf/0000162192.pdf 

Global believes that replacement of substantial portions of the distribution system 
will be necessary to achieve significant reductions in water loss. Regarding 
Global’s ability to complete a distribution system replacement program, please 
see the response to RUCO 6.02 and Mr. Fleming’s Rebuttal Testimony. 
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